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GEOFFREY MILLER — BANKING LAW AND REGULATION — SPRING 2015

INTRODUCTION
3 main policies:
· Safety (i.e. the bank will not collapse) and soundness (i.e. the bank will be well-managed)

· Consumer protection

· Law enforcement (sanctions regimes)

Perspectives on regulation:
· Public interest: a regulation serves the interest of everyone in society by correcting some failure in the operation of private ordering or distributing resources in a socially just manner.

· Private interest: a regulation serves the narrow interests of a special class of people, at the expense of the public at large.

· This is basically a “public choice”/rational actor type analysis.
WHAT IS A BANK? INTERMEDIATION

Balance Sheet
	ASSETS
	LIABILITIES

	Illiquid Assets
	Debt

	Liquid Assets
	Equity


Liquidity — the ease with which an asset can be converted to cash
Debt — fixed claim owed to someone
Equity — net worth of an economic actor
Assets - Debt = Equity
Equity + Debt = Assets
Preferred stock has elements of both equity and debt (intermediate category).
Subordinated debt looks a little like equity, too.
So in reality, the categories are not really obvious.
No sharp line between liquid and illiquid assets either.
Bank Balance Sheet
	ASSETS
	LIABILITIES

	Loans
	Deposits

	Reserves
	Capital


What is a loan: a financial claim (a right legally to receive something of value).
Other firms that have financial claims as a principal illiquid asset:
· Insurance companies

· Mutual funds

· Pension funds

Loans distinguish banks from other types of firms.
Being a depository institution is also what distinguishes banks from mutual funds or insurance companies.
Financial markets are just markets, but what is transferred is liquidity (immediate purchasing ability). One party has more liquidity than they need (supplier) and one party has less liquidity than they need (user). Suppliers tend to be households and users tend to be firms.
In normal markets you pay with liquidity. In financial markets you pay for liquidity with financial claims (which include interest).

Compare “direct finance” (classic example: IPO) with “intermediated finance”: supplier sends liquidity to an intermediary (e.g. bank) and the intermediary sends the liquidity to a user (e.g. by lending it out). The presence of the intermediary breaks the financial and legal connection between the supplier and the user.
Example: households deposit money with banks, banks make commercial loans.

The US is probably the least dominated by intermediation, but intermediation is still the main way of financing (as opposed to direct finance via IPOs and private placements).
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Advantages of financial intermediation:
· Diversification

· Expertise

· (Broker dealers have expertise, too; the main difference is who is on the hook — the broker is just giving you advice, whereas the banks are on the hook for the loans they make)

· Economies of scale — enables the intermediary to package larger investments, which often allows you to get you larger returns

INTRODUCTION TO PAYMENTS
What else distinguishes banks?
Banks are payment systems specialists: they take deposits which are then used in payments.

Payment mechanisms:
· Gift

· It’s a payment mechanism because in return you usually you get a moral claim for something in the future

· Problems:

· Inadequate gifts

· Inefficient gifts (items that have greater value in the hands of the donor than the donee)

· Forgotten gifts

· Unreciprocated (reneged) gifts

· Barter

· Trading things for things

· Deals with the problems of gifts (see above)

· Transactional attorneys barter all the time (term for term)

· Problem: high constraint on mutuality — not easy to find match-ups

· Tradespeople used to facilitate barter, but they also have problems with transportation, storage, and security

· Commodity currency

· As long as the commodity is widely accepted, we can avoid the mutuality problem

· Constraints on what you can use as a commodity

· Commodities need to be durable, easily transportable, with a generally stable quantity in the median term (fixed supply)

· Classic example: specie (gold and silver)

· Problem with specie: supply is determined exogenously by mining activity — hard to control the supply of money so not acceptable if we want to engage in monetary policy

· Fiat currency (cash instituted by the government)

· Deals with some of the problems of commodity currency such as supply

· The government ought to be able to manage the money supply of a fiat currency

· “Legal tender” — payment has to be accepted when tendered

· Bank currency (bank notes)

· Nonbank private currency (e.g. Bitcoin)

GOVERNMENT MONEY
Reserves = cash in the vault + reserves with the Fed
Deposits = loans by regular people to the bank
Capital = equity
· Issue with specie: supply is determined exogenously, so the government cannot control the money supply.

· The government can simply coin specie and not regulate the value. There is a problem: clipping of coins (cutting off the sides).
· Governments usually regulate the value. They make the exchange value higher than the commodity value so that they can 1) engage in monetary policy and 2) to capture the seigniorage value.
· “Seigniorage derived from notes is more indirect, being the difference between interest earned on securities acquired in exchange for bank notes and the costs of producing and distributing those notes.”
· Counterfeiting is only profitable when the exchange value is much higher than the commodity value.
· When the commodity value is higher than the exchange value, people hoard it.
· A more serious problem with exchange value > commodity value is confidence. Can result in hyperinflation where the exchange value drops to the commodity value.
US Constitution Art. 1 Sec. 8
“The Congress shall have Power to … coin Money, regulate the Value therefor, and of foreign Coin, …”
“To provide for the Punishment of counterfeiting the Securities and current Coin of the United States; …”
· The Constitution does not give an explicit power to Congress to issue paper money.
· The Framers had had bad experience with paper money (the Continentals had inflated away to zero).
· The Constitution also does not give Congress the power to declare money as legal tender (states are outright prohibited from making anything but specie as legal tender).
US Constitution Art. 1 Sec. 10
“No State shall … coin Money; emit Bills of Credit; make any Thing but gold and silver Coin a Tender in Payments of Debts”
· The money that existed prior to the Civil War was private bank money. Paper currency, but not issued by the Federal government.
Two issues:
· Can the Federal Government Issue paper money?

· Can the government declare currency as legal tender (i.e. it must be accepted)

How can you “regulate the Value” without having the power to declare something legal tender?
Paper money was not really an issue until the Civil War. The government needed the money to fight the Civil War and did not have any, so chose to issue paper money (“greenbacks”).
Greenbacks were not redeemable in specie and so were not backed by commodity.
In order to make the Greenbacks valuable, the government made it legal tender (says so on the note).
After the Civil War, the issue of whether it was Constitutional for the government to issue paper money and make it legal tender reached the courts.
The Greenbacks were trading at a discount (half the value of the gold dollars). Debtors wanted to pay debts in greenbacks and creditors wanted to be paid in coins.
Legal Tender Cases:
· Hepburn v. Griswold (1869)

· The debtor wants to pay in Greenbacks; the creditor rejects the tender.

· The Court decided that the Federal government could not issue paper money and declare it legal tender for previous debts.

· Knox v. Lee (1870)

· Raises essentially the same issue (facts concern confiscated sheep and a judgment).

· Several justices die before opinion can be issued, new justices are appointed and a 5-4 decision reverses Hepburn v. Griswold.

· The opinion says that the government cannot survive without the ability to issue money.

· Norman v. Baltimore & O.R. Co. (1935)

· Gold clause case (there were several others)

· Coup de grace case

· From encyclopedia entries about the gold clause cases:
· The Depression had caused an emergency in which contracts calling for payment in gold, rather than paper, "obstruct[ed] the power of Congress." So declaring, Congress passed the joint resolution of June 5, 1933, which asserted its regulatory power over gold as an item that "affect[ed] the public interest." Such gold clauses were "against public policy," and henceforth debtors could legally discharge their obligations in any other legal tender.

· SCOTUS ruled in favor of the government’s position. Chief Justice Charles Evans Hughes wrote the opinion for each gold clause case, finding the government's power to regulate money a plenary power. As such, the abrogation of contractual gold clauses, both public and private, were within the reach of congressional authority when such clauses presented a threat to Congress's control of the monetary system.
· The Federal government can regulate the value of money and conduct monetary policy.

Deflation is terrible (depresses economic activity).

Governments get into deflation due to recessions/depressions.
Japan has been on and off a deflationary trap in the past 30 years.
The US after the financial crisis was in danger of deflation and engaged in QE (bond purchases).
ECB is also now going to engage in QE, a step they had resisted for a long time. ECB is going to buy one trillion Euros worth of bonds over the duration of the program.
QE does not always work: “pushing on a string.” The government throws a lot of money at the economy and it ends up in the banks, which have a lot of excess liquidity (and may keep it with the Central bank).

We don’t want high and increasing inflation. Inflation can be extremely damaging and demoralizing.

There is a lot of motivation for governments to engage in inflationary activity:

· Overcoming sticky above-market prices (e.g., labor contracts, cartels, government rate setting)

· Promoting domestic manufacturers in a small open economy with fixed or semi-fixed exchange rates (by devaluation)

· Funding government operations 

· Promoting growth and employment (Keynes)

· Adjusting for errors in inflation targeting (avoiding deflation)

· Enhancing the incumbent party’s re-election prospects 

· Undoing interest group deals 

· Achieving fundamental national objectives (e.g., German reunification)

What should our stance be re: inflation/deflation?
· ECB approach - price stability is the prime directive (hence the lateness re: QE) because it was a compromise with Germany and they did not want growth/employment to be included among objectives

· The Fed approach - mixed mandate (price stability, maximum employment, moderate long-term interest rates)

· Reserve Bank of New Zealand approach - targeting (inflation target is usually 2%)

BANK MONEY
	ASSETS
	LIABILITIES

	Loans
	Demand debt = debt payable notes

	Reserves
	Capital


Demand debt used to be “circulating notes.”
They used to be privately issued by banks and they were private obligations of banks (to pay out specie).
That is why banks needed to have a vault to keep specie.
The notes were payable at a specified place (which made redemption more difficult, which banks liked).
N.B. “Wildcat banking” — establishing the bank in the remote wilderness making redemption hard and therefore unlikely.
The circulating notes were negotiable instruments — that’s very important.
Legal requirements of a negotiable instrument — UCC § 3-104:
“… ‘negotiable instrument’ means an unconditional promise or order to pay a fixed amount of money . . . if it: 

(1) is payable to bearer or to order . . .;

(2) is payable on demand or at a definite time; and

(3) does not state any other undertaking or instruction by the person promising or ordering payment to do any act in addition to the payment of money, . . .”

What is a problem with instrument with longer maturity?
· Security (bank may go bust before maturity)

· Liquidity

Payable to order: payable to a specific person.
Payable to bearer: payable to whoever holds the note.
To make the notes liquid, they have to be payable bearer.
On demand notes do not usually pay interest (except for coupon bonds).
It’s very difficult to devise a note that serves as a payment mechanism and pays interest.
Problems with private bank notes (compared to fiat money from the government):
· Have to redeem at a specific place

· Risk of bank failure

The private notes were not usually traded at par — they were discounted (there were Bank Note reporters that indicated the discounted values). For example, Boston and New York banks were traded pretty close to par, whereas some Michigan bank notes traded as low as 40 cents on the dollar.
The currency in Hong Kong is private bank notes! But that is basically an exception.
In the US, bank deposits was a historical accident — Civil War and Lincoln/Salmon Chase.
National tax on the circulating notes of state banks — 10% (see Veazie Bank)
Veazie Bank was written by Salmon Chase who had devised the 10% tax! Sneaky.
Banks fought the 10% tax by shifting to deposit accounts and that’ what we have today.
Checks are not bank notes.
You can write the check in any amount, which is superior to private bank notes
Also, if you lose your check, there are no consequences (unless someone forges your check).
A check is a payable to the order (though you can turn a check into a bearer instrument).

When properly executed, a check is:

· a demand for withdrawal from the bank

· an instruction to the bank about who should receive the withdrawal

· a promise by the maker to the payee that the amount specified on the check will be paid upon proper presentment

· a negotiable instrument that can be further negotiated by the payee either to bearer or to order.

Why do banks require you to have a checking account if you take out a loan?
· Quasi-collateral (offset a loan that’s defaulted upon)

· The bank gets business from you

· The bank learns information about the borrower (and their credit-worthiness)

Deposit account as a payment mechanism:
· Mostly done through bookkeeping changes

· Correspondent banking, clearinghouses, the Federal reserve (adjust bank account with the Fed), international clearinghouses, Bank of International Settlements (BIS) in Basel

In the developed countries, most of the payments happen through checking accounts. Other mechanisms:
· Universal credit cards (developed in the 1960s; before that there were store credit cards)

· Banks issue cards, not VISA (pursuant to a license from VISA, MasterCard, etc.)

· Banks make some money from co-branding (American Airlines), interchange fees (merchant fees?), but mostly from interest

· So the most desirable customer is one that is economically stretched (stretched enough to need credit, but not stretched enough to default)

· Money transfer companies (e.g. Western Union)

· PayPal, LevelUp, Venmo

PRIVATE MONEY
Private money:
· Private money that relies on the banking system

· Western union

· VISA, MasterCard, AMEX

· PayPal

· It has become a financial intermediary (keeps the money in money market funds or FDIC accounts)

· PayPal is close to being a bank, which is pretty dangerous (criminal, civil penalties for operating an unlicensed bank)

· They disclaim in their terms and conditions that they are not a bank but it's not clear that would be effective if the regulators wanted to come down on them

· Disclaimer: “You acknowledge that . . . PayPal is not a bank and the Service is a payment processing service rather than a banking service . . .”

· Money market funds

· Mutual funds (pooling investor money) that invest in the money market (highly secure, very short term, liquid investments, e.g. commercial paper)

· Money market funds are open-ended funds unlike regular mutual funds (that’s because MMF funds are in a very liquid form and can be liquidated easily)

· It performs the two functions of banks, as it acts as financial intermediary and acts as a payment vehicle (quasi checks — drafts)

· Downsides — limits on drafts (has to be over a certain amount, only a limited number per month), no FDIC insurance

· “Breaking the buck”: Reserve Primary Fund failed due to Lehman Brothers debt exposure

· Local currencies like Ithaca Hours, Berkshares, etc.

· LETSystem — uses community pressure

· Cell phone minutes — minutes are transferable through text message, which renders them a currency

· QQ Coins — virtual currency issued by a company

· MMORPG currencies

· “Gold farming”

· Bitcoin — in Miller’s opinion the only private currency with the potential to make a difference

· Godfather: Satoshi Nakamoto

· Problem: how to prevent double spending

· “Block chain” and “private key”

· Block chain is the record of all transactions — everyone can look at it

· The holder of the coin has a private key and thus the only person who can spend

· “Miners” who validate transactions get Bitcoin as a reward

· Once Bitcoin reaches the 21 million limit, miners will charge for the service of validating transactions

· Bitcoin is pretty environmentally wasteful, because it requires a ton of computer power to run the system

· Bitcoin timeline:
· Libertarians and computer geeks

· Shady people get in (Mt. Gox)

· Flash crash

· Silk Road

· The sad case of Charlie Shrem

· The era of venture capital and increased interested

· Winklevoss twins

· Ecuador wants an electronic currency

· China is mixed about it because it may impede its own monetary policy
· Bitcoin avoids forex fees
· Bitcoin might be a good competitor for Western Union, Moneygram
· Bitcoin might be a good currency for countries with untrustworthy currencies (think Argentina)
THE MONEY SUPPLY
Banks create money and thus expand the money supply.
Banks create money when they make loans. That money is in the system until the loan is repaid.
The constraint on bank ability to create money: holding reserves to pay against deposits.
The reserve requirement is mandated by the government (the “reserve ratio”).
The US government keeps reserve requirement stable.
The preferred method of monetary policy is open market operations.
The government creates “high-powered” money — cash — by buying government securities.
Banks react to extra reserves from bond sales by making more loans.
Market for government bonds:
(a) Anonymous, so won’t tip dealers about government trades

(b) Very large market, so won’t cause much disturbance

(c) The government does not want to disturb private markets by buying equity securities, so government bonds are preferable

Total money created = high-powered money/reserve ratio
Fed funds market — short term lending of reserves
When the Fed sets interest rate, it’s going for the Fed funds market
Problem with this monetary policy: cannot force banks to lend. Banks have been hoarding cash. There is about $2 trillion in excess reserves in banks.
The expression Miller uses is “Pushing on a string.”
BANK RUNS AND PANICS
Safety & Soundness — the main public policy we will deal with (others are consumer protection and law enforcement).

Is “safety & soundness” just redundant? Yes, to some extent. Distinction:
· Safety — you won’t lose your money through a bank collapse (because the bank is well run).

· Soundness — the bank is well managed, well run.

There are banks that are safe (at least temporarily, i.e. they will not collapse anytime soon), but are not sound.
Unsafe & unsound = significant risk the bank will not be able to satisfy legitimate demands of creditors.
All firms are regulated for safety/soundness — listed companies have to provide disclosures.
Companies are audited — external auditing is a form of safety/soundness regulation.
Many regulators of particular industries valuate firms for safety and soundness, too.
Banks are more heavily regulated for safety/soundness — why?
· Have stronger incentives to take risks

· Face greater liquidity risks (risks that they won’t be able to cover their deposits)

· Their failures can be more socially costly than industrial failures

· Failures can lead to systematic problems

Liquidity risk has to do with the fact that deposits are withdrawable on demand.
Banks keep reserves. How much is enough?
Solvency risk implicates capital and loans. Capital (net worth) is the bank’s solvency. How much net worth does a bank have to have? Loans are implicated because they can go up and down in value, and with it — the bank’s net worth.
Interest rate risk. The bank hopes to profit from spread income — the difference between loan and deposit interest rates. If they flip, the banks may suffer.
	ASSETS
	LIABILITIES

	Loans: 10,000
	Deposits: 10,000

	Reserves: 1,000
	Capital: 1,000


Liquidity risk: ratio of reserves/deposits
In the model balance sheet, it’s 1,000/10,000
Industrial firm example — the maturity of the debt is timed, unlike in banks.
Fractional reserve banking — banks have a good idea on average of how much will be withdrawn.
If more is withdrawn than deposited, then there is a decrease in reserves.
How much does a bank have to hold?
The assumption of uncorrelated behavior breaks down in a panic/bank run.
The poisson distribution works 99% of the time, but when it does not, it’s a fiasco.

Theoretical distribution of net deposits (the very middle is ZERO):
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[net withdrawals = ZERO]

Bank run

· Definition: “The situation where correlated, referential withdrawals or denials of funding jeopardize a bank’s ability to meet its legal obligation to creditors.”
· People withdraw money because they see others withdrawing, not because they wanted to withdraw to begin with — a kind of cascade.
· Can descend at any time, with little provocation — very fragile.
· Often not due to insolvency, but often due to lack of liquidity.
· Bank run is a “strange and eerie phenomenon”; it’s collectively irrational, but individually rational.
· Examples:
· The US in the 1920s and 1930s

· Northern Rock in the UK during the recent financial crisis

· Cyprus recently

What creates a correlation of withdrawals?
· Fears about the soundness of the bank

· Events that create a need for cash (e.g. after 9/11)

· Political shocks (e.g. Cyprus announced freezing of bank accounts in 2 days’ time)

“Referential withdrawals” — the number of people participating in the run increases exponentially when people observe others participating in the run. It’s self-reinforcing.
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Withdrawals or denials of funding (depletes reserves):
· Deposits

· Unused credit lines (debt on demand)

· Collateral calls (e.g. swaps) — destroyed AIG

· Collateral calls: “Demands made in the form of phone calls to banks on insurance contracts they've written to request collateral. If an individual insures a large bond to eliminate their risk of losing money on the bond if the issuer goes out of business, the insurance provider creates a contract that states they will give the individual the value of the bond.”

· Failure to refinance short term debt (e.g. repos or commercial paper, “CP”) — firms that fund themselves in short term debt markets (like Bear Sterns and Lehman)

LIQUIDITY RISK & RESERVE REQUIREMENTS
Problems with bank runs:
· Contagion

· Losses to depositors (or ties money up at the very least)

· Losses of social benefits of the bank’s financial services

· Unfairness — rewards the panic starters

· Sales of assets below their value at a discount (at a time when other banks are being run and are also trying to sell their assets);
· Fire sales are not efficient sales because the person who gets the asset is the one with cash, not the one who is the most efficient user

Mechanisms for contagion of financial problems:
· Interbank liability (bank under distress calls in a loans from another bank and spread the distress); today that’s swaps, Fed funds market

· Liquidity crunch (people are unable to withdraw from one bank, they run to another)

· Overall conditions (e.g. one bank run happens due to imprudent practices, everyone is engaging in the same practices, more runs follow)

· Panic

Advantage to bank runs:
· Banks find it easy to engage in asset substitution and take on risky loans; runs are a powerful form of market discipline to prevent banks from taking on too much risk

Devices to prevent or mitigate runs:

1.  Internal controls

2.  Reserve requirements


(a) Traditional


(b) Basel III

3. Suspension of withdrawals


(a) Pursuant to notice


(b) In violation of contract


(c) Bank “holidays” 

4. Liquidity provision


(a) CB lending


(b) CB open market operations


5. Deposit insurance 

Internal controls:

· Corporate governance

· Formal policies

· Liquidity risk measurement and monitoring systems 


· Management of intraday liquidity and collateral

· Diversification of funding sources

· Adequate levels of highly liquid marketable assets

· Comprehensive contingency funding plans (CFPs)

ALCO — asset and liability committee (oversight of the balance sheet)
CRO/CRMO — chief risk officer/chief risk management officer
Risk Appetite statement — formal policy about level of risk the bank is willing to take on
Bank’s cash flow — what goes in and out of reserves!
Stress test — you get a computer model of the bank and run tests of how the bank would react to the stresses
Banks have incentives to hold too little liquidity because liquidity does not make money for the bank
Reserve requirements:
1. Traditional

2. Basel III

Reserves/Deposits ≥ Reserve requirement

Reserves ≥ Reserve requirement x Deposits

Reserves = cash + reserves with the Fed

Traditional reserve requirement — very simple
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Pretty much 10% reserve requirement
The percentage is lower for small banks
· Political favor to small banks

· Larger institutions are systemically important

Shortcomings of the traditional reserve requirement:

1. Incomplete definition of reserves

2. Incomplete definition of deposits

3. Failure to address chronic liquidity shortages

How do we prevent runs and panics?

· Manage reserves, which are the bulwark against runs and panics
· Managing reserves is done by the bank, so one of the things regulators do is encourage the bank to regulate reserves better (by coming up with principles and such).
· A lot of what regulators do is providing non-binding guidance — they are like “management consultants on steroids”(because you cannot really ignore their advice easily, it’s perilous to ignore the suggestions even if they are not binding).
· Question of regulatory capture: maybe, but not always.
· Bank regulators do have power and subtle ways to exert power.
· Cannot leave it all up to banks because they have incentives to hold too little in reserves.
· You need a reserve requirement for monetary policy reasons, too.
For reserve requirement:
· Need a measure of the banks reserves

· Need a minimum requirement

Hold reserves against deposits (withdrawals of deposits drain cash out of the bank)

Some money is hot (likely to flee the bank) and some money is cold (not likely to contribute to cash drain)

How do you pick the ratio? It’s no science.
Now, “runs” happen over time. Some assets are more liquid than others. The traditional definition is not adequate (underinclusive). On the liabilities sides, it’s both underinclusive and overinclusive. Some deposits are cold b/c they are insured. Underinclusive because some liabilities are likely to drain cash (i.e. reserves).

Traditional reserve requirement is based on the panic based run. Modern runs are longer, based on troubles in the economy (“chronic”). In the chronic phase, there is a flood of assets in the market, negative feedback on the economy.

BASEL III LIQUIDITY RULE
Basel III Liquidity Rule

1. Liquidity coverage ratio (LCR)

2. Net stable funding ratio (NSFR)
Not yet the law in the US, but will be soon (2019)
Bank of International Settlements (BIS)
Basel Committee — committee of a bunch of central bankers
Basel standards are soft law, but hugely influential
Basel I and II did not deal with liquidity (Basel III is the first one to do so)
Miller: Basel screwed up by not having a liquidity rule in place because the Global financial crisis was a liquidity crisis
Basel had forgotten about liquidity b/c:
· No problems for a long time

· Banking regulators had thought that the problem had been dealt with through deposit insurance and lender of last resort measures

Liquidity Coverage Ratio (LCR): rule dealing with short-term runs

Stock of high quality liquid assets / net cash outflows in 30 days = more than 100%
Basel III Liquidity Rule: Stress Scenario
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a loss of unsecured wholesale funding capacity and reductions of potential sources
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It’s derived from the worst things that happened during the financial crisis.
Stress scenario is like an explanation; it’s not part of complying with the rule.
There are two levels of high quality liquid assets.
“Level 1” high quality liquid assets consist of:

· Cash

· Central bank deposits.

· Marketable securities issued or fully guaranteed by sovereigns, CBs, or international financial agencies, provided (in general) that they have a 0 risk-weight under the Basel II capital adequacy rules.

These assets count at par and can be included in any amount when calculating the amount of high quality liquid assets.

“Level 2” high quality liquid assets consist of:

· Marketable securities issued by or fully guaranteed by sovereigns, CBs, or international financial agencies such as the IMF, having greater than 0% but no more than 20% risk weight under Basel II capital adequacy rules.

· Highly rated bonds issued by non-financial institutions, provided they have deep and liquid markets and are considered resistant to the stress scenario.

These assets are given a “haircut” of 15%, so only 85% of their value counts towards the ratio; and may not compose more than 40% of the overall amount.

Net cash outflows: Total net cash outflows over the next 30 calendar days under the stress scenario = outflows minus inflows (where inflows are limited to 75% of outflows).

Assumed cash outflows

	Type of instrument
	Assumed runoff rate 

	Retail deposits (deposits by natural persons)
	Stable
	≥ 5%

	
	Less stable
	≥ 10%

	Unsecured wholesale funding
	Small business deposits
	Treated as retail deposits

	
	Customers with operational relationships
	25% if uninsured
≥ 5% if insured

	
	Nonfinancial customers without operational relationships
	75%

	
	Financial customers without operational relationships
	100%

	Secured funding
	Backed by level 1 assets
	0%

	
	Backed by level 2 assets
	15%

	
	Government customers not backed by level 1 or level 2 assets
	25%

	
	Other
	100%

	Derivatives payable
	
	100%


Assumed inflows:

· The bank should only include contractual inflows from outstanding exposures that are fully performing and for which the bank has no reason to expect a default within the 30-day time horizon. The amount of allowed inflows is capped at 75% of total expected cash outflows.
· Pretty much just the rock solid interest from performing financial obligations.
SECOND Basel III Rule (Chronic drain of liquidity): Basel III Stable funding ratio (NSFR)
· ASF > RSF
· In other words, available stable funding is more than required stable funding (so that the bank does not have to sell illiquid assets)
· ASF: financing expected to be reliable sources of funds over a one-year time horizon under conditions of extended stress.

· RSF: the amount of long-term, relatively illiquid assets in the bank’s balance sheet.
ASF Factors (LIABILITY SIDE)
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LENDER OF LAST RESORT
· Acute and chronic phases of a crisis.

· Acute: liquidity dries up relatively quickly (9/2008)

· Response: rescue the bank from having to close because of lack of funds.

· Chronic: banks experienced continued erosion of their funding sources. 

· Response: bank meets its demands by selling assets. If many banks are in the same situation, there’s a flood of assets into the market, meaning massive price reductions (lots of sellers, no buyers).

· Two ways of dealing with liquidity problems.

· Manage liquidity well

· Meet the government reserve requirements

· Another way: suspension of withdrawals: banks simply won’t pay out.

· “Suspension pursuant to notice of withdrawal”

· The deposit contract gave the bank the technical right of notice of withdrawal, but that right wasn’t exercised before. 

· This allows the bank to liquidate assets over a longer period of time (no fire sales), it cools the panic, and gives government time to figure out its response.

· On the other hand, it deters people from using the bank during the withdrawal suspension period.

· It causes inconvenience for depositors, and they might not believe the bank will hand over the money at some later time.

· Suspension of withdrawals in violation of contract: here, the bank doesn’t have that right to refuse, but is suspends withdrawals anyway. 

· How does the bank get away with this? They get away with it because they have no choice. And this is a breach of contract; it’s not illegal.

· The depositor would only get foreseeable consequential damages for not getting their money on demand, and the bank can’t foresee all the damages the damages that might befall the depositor. It only has to compensate for the loss of liquidity, and that’s not much at all.

· Nonetheless, this action carries with it an enormous reputational cost to the bank.

· Complying with a government order: bank holiday

· Bank holidays in March 1933 under F.D.R.

· The Fireside Chats: very clear and direct, explained to the public the inner working of the liquidity crisis.

· By contrast, in the 2008 crisis, the government didn’t seem to understand what had happened. We didn’t get a comparable explanation for the most recent crisis as Americans did back in 1933.

· Nowadays, the spirit of bipartisanship is lacking, unlike then.

· Roosevelt explains the bank holiday as providing the government the time to response to the crisis.

· Put more money into circulation, and rehabilitate the banks, and stop the public panic.

· After a bank holiday, by allowing certain banks to reopen, the Federal Government signals to the public that these banks are deemed safe and sound by a credible authority.

· Final approach: liquidity provisions. In other words, borrowing liquidity.

· In normal times, a bank can go to the Fed. Funds Market and borrow from other banks.

· Sometimes, this option isn’t available.

· In a banking crisis, no one will provide you with liquidity: that’s when the government must step in.

· Fed Funds for unsecured, overnight lending.

· But this doesn’t work in a crisis either, because no one trusts the unsecured funds, and no bank has any liquidity to trade.

· Central Bank Lending: “Discount Window” lending, which discounts promissory notes for cash at the moment (the discount is an implicit interest rate and a risk discount).

· The Central Bank does this for other banks. (See § 13(2) of the Federal Reserve Act, which entitles the Fed to take these kinds of payments at a discount).

· Limited to withdrawals for agricultural, industrial and commercial purposes (in other words, banks can’t use this system to pay other banks).

· Why? In normal times, banks get liquidity from each other, not the Fed. But the Fed. can establish the standards of the paper that they accept. It wants to make sure it’s getting good collateral, unlike exchanging deposits.

· Also, the Fed. gives this loan at a discount.

· But in a crisis, the Fed wants banks to take these kinds of deals, and so it no longer charges the discount, to encourage the banks to take the loans. 

· The European Central Bank was under a lot of pressure to discount Greek paper, for example (by economically stronger European Nations, presumably (France/Germany)). 

· This didn’t work at first: There was a problem that in borrowing from the Fed: it announced to the world that the bank was in trouble.

· Solution: Term Auction Facilities: the auctioned off the right to use the discount window. This masked the financial needs of the bank to some extent.

· When you add it all up, the Fed’s balance sheet was increased by 2 trillion dollars.

· Miller: the Fed caused the problem in the first place. 

Liquidity provision by the government:
· CB lending

· CB open market operations

Section 13(2) of the Federal Reserve Act [Section 13 is about the Powers of the Federal Reserve Banks]

“Upon the indorsement of any of its member banks . . . any Federal reserve bank may discount notes, drafts, and bills of exchange arising out of actual commercial transactions; that is, notes, drafts, and bills of exchange issued or drawn for agricultural, industrial, or commercial purposes, or the proceeds of which have been used, or are to be used, for such purposes, the Board of Governors of the Federal Reserve System to have the right to determine or define the character of the paper thus eligible for discount, within the meaning of this chapter.”


TED spread:

· A measure of liquidity in the market (LIBOR over Treasury rate)

· The TED spread is an indicator of perceived credit risk in the general economy, since T-bills are considered risk-free while LIBOR reflects the credit risk of lending to commercial banks.

· An increase in the TED spread is a sign that lenders believe the risk of default on interbank loans (also known as counterparty risk) is increasing. Interbank lenders, therefore, demand a higher rate of interest, or accept lower returns on safe investments such as T-bills. When the risk of bank defaults is considered to be decreasing, the TED spread decreases.

Fed lending to nonbanks:
· Bear Sterns (became unable to refund its short term debt)

· AIG (also similar to a run when collateral calls came in) — the government rescued by injecting liquidity and taking a financial stake in the firm

· Primary dealers — examples:

· BNP Paribas Securities Corp.
 

· Barclays Capital Inc.



· Citigroup Global Markets Inc.


· Credit Suisse Securities (USA)

· Deutsche Bank Securities

· Goldman, Sachs



· HSBC Securities

· J.P. Morgan Securities

· Morgan Stanley & Co. 

· Nomura Securities

· RBS Securities

· UBS Securities LLC

· MMMFs — very important, they provide funding to main street firms with regular people

Quantitative easing:

· In the trillions
· Not done to control the Fed funds rate
· The government is now purchasing not just Treasury bonds, but also large amounts of private securities in order to prop up the housing industry
· The government purchased Fannie and Freddie bonds
· The government also bought a lot of MBS
· Via QE, the government injected money into the housing industry
· There have been three rounds of QE, the last ended in October 2014.
· How effective was QE?
· The financial crisis did not turn into a Depression. Maybe it was effective. But we don’t know what would have happened if not for QE.
· But all this liquidity has not turned into lending, so little effect on the real economy (Miller calls this “pushing on a string”).
DEPOSIT INSURANCE
The possible types of deposit insurance — can be done privately or by the government, can be fully funded or funded by assessments on the banking industry
History of deposit insurance
· Bank clearinghouses used to provide deposit insurance, but they did not work because bank problems were correlated
· State deposit insurance schemes failed because they were not adequately funded
· Current system: federal deposit insurance
· The US was one of the first to adopt deposit insurance in the world
Advantages of deposit insurance:
· Prevents runs

· Secures small savings

Disadvantages:
· Moral hazard: “the tendency of insurance to remove the incentive that the policyholder would otherwise have to prevent the insured risk from occurring.”

· The difference between regular insurance and deposit insurance — it’s not the depositors who take risks, but the banks!

· But deposit insurance removes the incentive from depositors to examine banks closely and opt only for the safe ones

· Insurance companies usually have deductibles and limits (i.e. coinsurance), exclusions, risk adjusted premiums

· Strategies for controlling moral hazard: Exclusions, Risk-adjusted premiums, Risk-sharing

· Deductibles don’t work because they trigger runs and discriminate against small savers

· Limits are used — $250,000 per account per person, but they are easy to avoid; in crisis bank regulators forget about the limits probably and just rescue the depositors fully (example: in the UK when Northern Rock fell apart)

· Exclusions don’t work — it would be a death warrant for the bank

· Risk-adjusted premiums problems:

· Setting the premium (not enough data)

· Timing

· Cyclicality problem — when bank gets into trouble, if we charge them higher premiums, that is going to exacerbate their problems

Some comments on FDIC risk-adjusted premiums:

· Presence of unsecured debt makes the FDIC safer (in the event of a default, the creditors would not have a claim on the bank’s assets), so FDIC charged a lower risk premium in order not to discourage unsecured debt
· Secured debt makes it riskier for FDIC because the collateral cannot be used to cover FDIC payout, so the risk premium is higher
· Brokered deposits — highly likely that the bank is in trouble and wants to grow out of their problems
Possible market indices for deposit insurance pricing (none of these are used):
· Fed Funds rates

· The same for all the banks

· Also short term

· Share market measures (i.e. stock market indicators)

· Investors don’t really know what is going on at the bank

· These indicators are noisy because they can reflect two different phenomena — the bank being well managed or the bank taking a lot of risk (the high possible payout from high risk increases the share price)

· Subordinated debt interest rates (subordinated debt holders are the first ones exposed when the bank dips into insolvency)

· There is not enough publicly traded subordinated debt out there to use it for pricing deposit insurance

· Subordinated debt holders are risk averse and they only care about getting their interest payments, they don’t care if the bank is well managed in general

· Credit default swap prices

· Cyclicality problem — when bank gets into trouble, if we charge them higher premiums, that is going to exacerbate their problems

· CDS is thinly traded, so not enough volume to use it for deposit insurance pricing

· Private insurance premiums

· Congress permits this, but it has not been done and will not be done, because FDIC does not think it will work (will discuss next week)

· There is not enough capacity for claim payment (if there is a banking crisis, many institutions are affected and this would bring down all the insurance companies)

· Theoretically, you could have private insurers cover like 5% of the risk and then they would at least price deposit insurance (and the government could follow the pricing).

· But the private insurers might get bailed out in the case of a failure, so there would be moral hazard for them, too.

· Not to mention that there are incentives for corruption because the 5% with private insurers set the price of the 95% remainder, so the banks have incentives to pay off private insurers to lower the official premium.

Banks can also engage in asset substitution to manipulate in deposit insurance pricing, unless you price continuously (the bureaucratic pricing occurs once a year, creating cycles).
Narrow banks:

· This idea that has been around since the Great Depression
· The deposits are fully liquid
· Would narrow banks reduce the amount of illiquid loans, reducing the amount of credit? Not really, you would also have broad banks that fund themselves through term debt (bonds, debentures).
· Why are narrow banks not popular? They don’t make money (cannot pursue spread income).
· Narrow banks need a money market to function (they need reserves), which did not exist for most of the past.
· Narrow banks would probably not create money the way regular banks do through fractional reserve banking and loans (i.e. cannot rely on narrow banks to expand the money supply).
CAPITAL REGULATION
Liquidity regulation focuses on deposits and reserves.
For Capital regulation, you compare capital and loans.
Assets – Senior Liabilities = Capital

Senior Liabilities = Assets – Capital

Senior Liabilities + Capital = Assets
	Order of priority (liabilities)
· Deposits

· Unsecured debt

· Subordinated debt

· Preferred stock

· Common equity


	Alternative list of seniority of claims

· Senior debt

· Ordinary debt

· Subordinated debt

· Preferred stock

· Common stock




The concept of capital is relative to the liability we want to protect (pick a liability you want to protect and then capital includes the groups below it in this order of priority).
Capital vs. reserves:
· Reserves = assets
· Capital = liability (counterintuitive to some)

· They deal with different problems
· Reserves deal with liquidity
· Capital deals with solvency
· Timing also differs (i.e. when they become important)
· Problems with reserves manifest themselves quickly and publicly, but too fast (runs)
· Problems with capital manifest themselves too late (can continue operating indefinitely, because who is going to know)
· What is going to happen between insolvency and when it is revealed? Bankers will shoot for the moon (“bet the ranch”) hoping to become solvent again. Usually, that does not work and the bank will become even more insolvent, hurting creditors and so on.
· S&L crisis — “zombie banks” — funding bad projects (like unneeded office space).
Capital vs. loans:

· Capital is only a fraction of loans (fractional capital)
· Has to do with the stochastic, probabilistic nature of loan losses
· So you only need to have a fraction of loans in capital to cover losses, because only a fraction of loans with default. Fractional capital is fine because only a small fraction of loans (or generally investments) is expected to default.
Capital vs. debt

· Better to fund yourself with debt than capital, because capital is more expensive than debt.
· Capital is more expensive than debt because the shareholder takes on more risk and requires a higher reward.
Bank capital vs. industrial firm capital:

· Typical bank capital is 10% of assets
· Typical industrial firm — 50% of assets
· In other words, financial firms are heavily leveraged which means that equity is a small proportion of assets (and therefore the firm caries a lot of debt)
· In industrial firms, leverage is going to make creditors worried (loans even include covenants to that effect)
· Why are banks so thinly capitalized (industrial firm has high equity, whereas banks have low capital)?
· Banks have low variability in ROI: needs less cushion; industrial firms have great variability in ROI and need more cushion
· Type of debt: deposits not only a way of getting funds, but also a product line
· Deposit insurance makes depositors indifferent to amount of leverage
· Industrial firm: as firm becomes more highly leveraged, cost of debt increases
· Bank: as firm becomes more highly leveraged, cost of debt stays the same: depositors don’t care because of FDIC
· Depositors are disorganized and lack ability/incentive to protect themselves
Internal solvency management
Why does the government need to regulate capital?
· Management inadequacy

· Perverse risk incentives

· When a bank is solvent, it prefers to do what society would prefer to do (in theory)
· Debt provides an insurance policy to the equity holders — after equity gets wiped out, all the loss is absorbed by debt holders
· Limited liability changes the calculus! That changes the expected values of investments, because loss to stockholders is limited to their equity
· It’s basically moral hazard all over again
· Shareholders arguably want banks to be leveraged (moral hazard)
· Banks have incentives to have low capital so that the downside of risk is less
· Inconsistent time horizons

· CEO might prefer to take risks that will blow up after they leave
Managing solvency risk:

· Prudent dividend decisions

· Cautious interest rate risk management

· Sound loan underwriting

· Not giving loans to random people like Jimmy Stewart in the movie (gave money to some woman to go to NYC or LA to follow her dream).

· Cost control

· Movie example about reversing charges for the call.

· Internal controls

· Jimmy Stewart’s bank has horrible internal controls. For example, fund co-mingling.
· Corruption in small banks is very prevalent.
· Nepotism in Jimmy Stewart’s bank.
· Operational risk: the alcoholic, incompetent uncle making cash deposit at the commercial bank.
· You also want to have good relations with your regulators; George Bailey treats the bank examiner like shit.
Possible sources of market discipline (does not work in practice):
· Common stock

· Shareholders elect the board and don’t want to lose money on the stock price

· But shareholders have mixed incentives

· They want the bank to be well managed, but they also want banks to take risks (either of those two things results in a high stock price)

· Depositors

· Don’t have enough info

· Collective action problem

· Depositors don’t care provided their accounts are FDIC insured

· Besides, their discipline takes the form of a run — not helpful

· Subordinated debt

· First type of debt interest to lose money when bank becomes insolvent, so they are super sensitive

· But they don’t care about how well managed the bank is, they just want to be paid back

· At a certain point (high level of insolvency), subordinated debt has nothing to lose and wants the bank to take wild risks (they are de facto equity holders)

Basically, there is no good market discipline for assuring adequate capital.
Historical phases of capital regulation:

· Stone age to 1988: Leverage

· 1988-2004: Basel I

· 2004-2010: Basel II

· 2010-present: Basel III
Basel I
· What happened in 1988?

· S&L problem in the US

· Bubble in Japan with very leveraged banks
· Basel I was very limited
· Where did 8% requirement in Basel come from? Compromise between US (10) and Japan (6)
Basel II
· The most successful international standard in the history of forever, >100 countries adopted it
· It’s like a new version of a very successful brand
Basel III

· In 2010, when Basel III is adopted, people are not happy because of the Financial Crisis
· There was a sense that Basel II was partly to blame because the standards had failed miserably
· Basel III is a reaction to the Financial crisis
Capital regulation in industrial firms:
· Minimum start-up capital — in Germany it’s like 25-50K euro to start a public company

· Minimum continuing capital — in Europe notaries supervise this

· “Veil piercing” — if you have thin capital, sometimes it’s possible to pierce the corporate veil

· Prohibitions on transfers — in insolvency cannot distribute assets preferentially

· Basically, there is capital regulation for industrial firms, but it’s ineffective and rather vestigial. So industrial firms have minimal capital regulation compared to financial firms.
Effects of debt/leverage

· All firms have the problem of debt on the balance sheet and that the equity holder has the incentive to take risks above what they are liable for.

· Equity holders want capital to be lower and risks higher than what is preferred by the debt providers and society in general.

· Basically, the debt providers create an insurance policy for equity holders.

· Banks are more highly leveraged (equity is thin), so the risks are higher.

Why financial institution capital is more intensively regulated than industrial firm capital:

· Market discipline is lacking
· Industrial firms have strict discipline when borrowing (covenants and reps in loans)

· Depositors are disorganized and do not care because of FDIC
· Systemic risk is greater
· Failure of a bank has much larger repercussions that a failure of an industrial firm

· A financial crisis is devastating to the economy

· Failure of even a large industrial firm is not “systematically important”

· Great systemic risk leads to a greater public interest in regulation
· Bank regulators can do the job
· For industrial corporations, who is going to regulate their capital? No one there to do it

· For financial firms, there are banking agencies, SEC, insurance regulators, etc.
The capital regulations are simple conceptually, but complex in application. Moreover, there is no single source for these rules — you have to piece them together. They are also in flux (being revised continually and being phased in).

The capital rules we study will be implemented in 2019. This is the leading form of safety & soundness regulation. Many billions of dollars are spent on compliance.

Capital requirement:
C/A ≥ R

Where:

C = Capital

A = Assets

R = Regulatory minimum %
The are only four ingredients of any capital rule:

· Definition of capital
· Capital = difference between assets and senior liabilities

· Capital provides cushion for senior liabilities (we want to incentivize investment, etc.)

· Where should we draw the line? Tempting to used the debt/equity distinction

· The equity/debt distinction IS used but there are exceptions because the capital requirement would be too narrow otherwise

· Capital rules primarily protect depositors, who are senior debt claimants, which means that subordinated debt and unsecured debt all provide depositors with a cushion

· Thus, there are two definitions of capital — one that protects against insolvency and one that protects depositors

· The line between equity/debt — going concern (accounting-based rule): the interest keeping the institution from going insolvent.

· The line between depositors and everyone else — gone concern (because equity has been used up and the company has become insolvent): we assume the institution is insolvent and we are trying to circle the wagons and protect depositors
· The purposes of accounting regulation are different than the purposes of capital rules. These two types of rules do not align perfectly. That is why we make adjustments (see table); Miller uses a tailoring analogy here: the framers of capital rules are tailors — they tailor the accounting rules to meet the aims of capital rules.

	Item
	Definition of Capital

	Value of balance sheet assets with questionable loss coverage features 
	May be excluded

	Value of off-balance sheet assets with good loss coverage features 
	May be included

	Balance sheet equity with questionable loss coverage features 
	May be excluded

	Balance sheet debt with good loss coverage features
	May be included


Actual definitions of capital
	Type of capital
	Definition [partial]

	Tier 1 common equity (“CET1”)
	Common stock and retained earnings less goodwill

[We take out goodwill because it has no loss coverage capacity. If the institution is going bust, goodwill is zero anyways.]

	Tier 1 capital
	CET1 plus:

· NCPPS

[NCPPS means “non-cumulative perpetual preferred stock.” It’s not included in the most core definition of capital because it’s preferred. The requirement for it to be non-cumulative because accumulation of dividends would “muck up” insolvency proceedings. “Perpetual” means it does not have a call feature or end term; we exclude the non-perpetual stock because it is not going to be there forever and is not reliable enough.]

	Tangible common equity
	Tier 1 capital plus:

· CPPS

[Includes cumulative PPS.]

	Tier 2 capital
	Tangible common equity plus:

· Subordinated debt

· ALLL (up to 1.25% of RWA)

· Limited life PS

[Subordinated debt is included because it provides loss coverage for more senior liabilities.

ALLL stands for “allowance for loans and lease losses.” In bank accounting, some measure is subtracted from loans for ALLL. We add it back in because it provides loss coverage capacity but only in a limited way. Too bad if your ALLL was higher than 1.25% of RWA (risk weighted assets).]

	Total risk-based capital
	Tier 1 plus Tier 2 capital

	Total loss absorbency capacity
	Total risk-based capital plus: 

· Long term unsecured debt

[Everything that is junior to deposits.]


· Definition of assets
· It is tempting to use the accounting definition and it is done to some extent but not all the way.

· What we are really concerned is risk of the assets, not the assets themselves (because we care about the value in the firm to satisfy the senior liabilities).

· Assets are almost a measure of the risk.

· Just like with capital, we make adjustments to accounting assets for the purposes of capital regulations (see the table below); Miller calls this tailoring.

	Item
	Definition of Assets

	Balance sheet assets excluded from calculation of capital
	Excluded

[For example, goodwill has to be excluded from capital, so has to be excluded from assets as well because the balance sheet has to balance.]

	Low risk balance sheet assets
	May be excluded

[Because it does not make sense to hold capital against non-risky assets.]

	High risk balance sheet assets
	May be included above par

[This does not really make sense but the framers of the rules want to overcompensate.]

	Off-balance sheet exposures
	May be included

[Because this is a source of potential loss for the firm.]


Actual definitions of assets
	Type of asset
	Definition [partial]

	Total assets
	Assets on the bank’s balance sheet less deductions from capital (e.g. subtract goodwill)

	Total exposure
	Total assets plus certain off-balance sheet exposures (e.g. SLOC)

	Risk-weighted assets
	Total exposure weighted by risk

[This will make the assets smaller because the safe assets will be excluded]


· Definition of the required minimum
· This is simply a percentage, tends to be integers or half integers (3%, 4%, 4.5%, etc.)

· There are different requirements for different capital ratios
· Definition of coverage
· Coverage depends on the type of bank

	Type of bank
	Definition [rough]

	Mega-bank
	> $250B in assets (only eight in the US)

	Big bank
	> $50B and < $250B in assets

	Bank (generic)
	All banks

	Small bank
	< $1B in assets


Different types of capital regulation
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Countercyclical buffer note: “up to” means that the regulators have not imposed it but have discretion to impose up to 2.5%.

The US Leverage Ratio (the capital regulation equivalent to the reserve ratio we studied earlier)

This is an older regulation (was dispensed with by some countries in favor of risk-based measures but was brought back during the Financial Crisis).

Tier 1 Capital >= 4% of Total Assets
Basel Leverage Ratio (in the US it only applies to Mega-banks, much to displeasure of Basel regulators):

Tier 1 Capital / (Total Assets + Off-Balance Sheet Exposures)

Tier 1 Capital >= 3% of Total Exposure
“GO” city bonds — “General obligation” means that the bonds are backed by the taxing authority of the cities

The British call leverage “gearing.”

Why are capital rules stricter for larger banks?
· The cost of compliance declines with the size of bank (economies of scale), so we might want to provide some relief for small banks.
· Huge banks also create systemic risk, so we might want to impose more stringent capital requirements on them.
Example of off-balance sheet exposures: standby letter of credit (SLOC)
Traditional letters of credit (LOC)

· Performs the same function as a bank loan, but takes care of certain insecurities
· Appears on the balance sheet (unlike SLOC)
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Standby letters of credit (SLOC)

· Not on the balance sheet because the parties hope that this liability will not come into play
· The bank makes a commitment to pay if their customer has not paid for the goods
· The bank can use the promissory note to recover from customer
· It’s basically a guarantee that if their customer does not pay, the bank will pay
· Banks were not allowed to issue formal guarantees, so this is a workaround that some clever lawyer created
· It benefits the bank to call a SLOC a SLOC because it’s off the balance sheet
· This is basically a way everyone can wink at each other and call a LOC a SLOC
· SLOCs often default, which is why the are considered when complying with capital requirements
· SLOC used to be a means to get out of holding capital
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Differences between U.S. leverage and risk-based requirements:

· Assets are weighted by default risk
· For example, US leverage ratio does not distinguish between risky bonds and safe bonds
· Regulatory arbitrage — leads to asset substitution to take on more risk while complying with the same requirements
· There was a sense that the leverage requirement had failed to prevent bankers from taking on too much risk, which is why risk-weighted capital requirement was introduced. Another impetus was the sense that the capital was too low (especially in Japan) and the capital requirements around the world had to be harmonized.
· Basel committee has three different risk-based ratios (depending on type of capital)
· For example, cash and balance at Fed get 0% weighting
· The risk weighting is “extremely crude”, especially in treatment of corporate debt
· Off-balance sheet exposures are included

· VERY IMPORTANT — DON’T FORGET!!!
· Credit conversion factor: what percent of off-balance sheet activities should be brought onto the balance sheet
· For example, SLOCs get credit conversion factor of 100%
· FOR OUR PURPOSES, WE WILL HAVE OFF-BALANCE SHEET ITEMS THAT GET 100% CONVERSION
· After you add back in off-balance sheet stuff, THEN you weigh the items by risk
· Market and operational risk are included
Types of risk:
· Credit risk (default risk)

· Market risk (market goes south)

· Operational risk (uncle Billy losing cash, bad things happening in bank operations)
Credit risk:
· Standardized (all banks)

· Advanced (mega banks)
CREDIT RISK: The standard approach — risk weight of assets
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Capital / (Credit RWA + Market RWA + Operational risk charge) >= required ratio
Risk-Based Capital Requirements:

· CET1 ≥ 4.5% of RWA

· Tier 1 ≥ 6.0% of RWA

· Total ≥ 8.0% of RWA
The problem with the standardized approach — the categories are very crude!
It does not make an adjustment for the fact that not all corporate or consumer loans are the same
Advanced approach to credit risk (variables)

	Variable
	Definition

	PD
	Probability of default

	EAD
	Exposure at default

	LGD
	Loss given default

	M
	Remaining maturity


The advanced approach is not great because we make the bank the arbiter of its credit risk and the bank is self-interested. The bank has incentives to manipulate the credit risk to say it’s lower than it is: “fox in charge of the hen house.”
But even if the advanced approach gives lower capital requirement than the standard approach, they have to comply with the standard approach.

As a practical matter, we won’t have to calculate AND we can assume big banks would game it to be at least as low as the standard measure.
Market risk
· Market risk is “the risk of losses in on and off-balance-sheet positions arising from movements in market prices.”

· If the bank is trading a lot in securities, then the credit risk approach is not very good because the bank does not intent to hold them until maturity.
· Hence we also have the market risk measure.
· Market risk is “the risk of loss” from changes in market prices.
· You have to divide up your assets between credit risk assets and the “trading book.”
· The Volcker Rule says that banks cannot engage in proprietary trading (trading for their own account) which should eliminate the trading book at banks (this would render the market risk measure moot).
Operational Risk

· Operational risk is the “risk of losses resulting from inadequate or failed internal processes, people and systems, or external events.”
· Operational risk pervades the entire bank, so the only way to deal with it is to treat it as an off-balance sheet exposure.
· Basel says, for small banks, calculate the average gross income for 3 years and multiply by 0.15 (pretty ridiculous)
· Big banks calculate their own operational risk — pretty crazy stuff
· Does it make sense to calculate operational risk? It seems almost impossible to figure it out with any sort of rigor. Miller thinks that the Operational Risk measure is pretty dumb.
Capital Conservation Buffer
· Not a legally binding minimum, but an encouragement to conserve capital
· From slide: “130 … The Basel Committee does not wish to impose constraints for entering the range that would be so restrictive as to result in the range being viewed as establishing a new minimum capital requirement.”
· Why not admit it is an actual requirement? It’s a matter of pride — Basel folks did not want to admit 8% was not enough to begin with (i.e. that their requirements were too optimistic)
· A bank’s capital conservation buffer is the smallest of:

· CET1 ratio minus 4.5%

· Tier 1 ratio minus 6%

· Total ratio minus 8%
· If you are below the 2.5% buffer, you have to retain earnings until you are at 2.5%
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(Percent of net income for the preceding 4 quarters net of capital distributions.)

Additional Discretionary Requirements
· The regulatory agencies can ask you to hold more capital than the minimum
· “As a prudential matter, the [banking] agencies have a long-established regulatory policy that banking organizations should hold capital commensurate with the level and nature of the risks to which they are exposed, which may entail holding capital significantly above the minimum requirements, depending on the nature of the banking organization’s activities and risk profile.” — U.S. Banking Agencies, Basel III Final Rule, October 11, 2013

· The bank would want to comply because they want to be in the good graces of the regulators (regulators can come down on a bank like a ton of bricks)
Evaluation:
· Is risk-based regulation manipulable?

· Incentives to favor domestic banks (incentives for laxity).

· Is risk-based capital regulation too costly?

· The real calculations are pretty costly (the compliance is costly).

· Are capital levels too low?

· The capital levels have been increasing historically. But how much is enough? There is no good answer to the question. There are serious scholars who think that the capital requirements are very inadequate. Examples:

· Hellwig & Amati (2013): CET1 ≥ 20% of total assets.

· Brown/Vitter (2014): CET1 ≥ capital ratios of 19th Century banks, no lower than 10% of total assets.
· Is the definition of risk comprehensive?

· There is a bunch of significant risk factors that are not included in the Basel definition.
· Interest rate risk

· Strategic risk

· Regulatory risk

· Legal risk

· Reputational risk
· Can any capital regulation be effective?
· King Knut problem — easy to say that you cannot let your capital drop below a certain percentage, but cannot actually assure banks do not become insolvent.
· Other problems?

Banks that do fail do not see their capital fall gradually — it falls through the floor (e.g. Indymac).
That’s because managers have a lot of discretion is manipulating their capital accounting.
Miller: We need to be critical of capital regulation to keep it viable, otherwise we get complacent (think Minksy’s Financial Instability Hypothesis).
COMPLIANCE WITH CAPITAL RULES
Basel II adopted a 3 pillars approach to capital regulation:
· Pillar One, Capital Ratio

· Pillar Two, Supervisory Review

· Pillar Three, Market Disclosure

Consequences of noncompliance:

· Government sanctions

· Market pressures
Consequences for Bankers of undercapitalization:
· Loss of wealth (if JP Morgan Chase failed, Jamie Dimon would lose $400M)

· Loss of position (Ken Lewis, former CEO of Bank of America; Fred Goodwin of RBS; Richard Fuld of Lehman Brothers)

· Civil penalties (Daniel Mudd, former CEO of Fannie Mae)

· Criminal penalties

Consequences for the bank of undercapitalization:
· Loss of stock value

· Inability to borrow in the Fed funds market

· The government will come after you

Should we allow forbearance?
· Forbearance might allow the bank to come back to a healthy position.

· Many banks might be in a bad position, so forbearance might happen due to limited resources of regulators

· If we close the bank, there are immediate liabilities for the deposit insurance fund

· If it’s a large bank getting in trouble, panic might spread to the whole market (too big to fail)

In other words, arguments for forbearance when capital is impaired:

· Avoiding bankruptcy costs

· Crisis management

· Agency budget constraints

· TBTF
Arguments against forbearance when capital is impaired:

· Avoiding deeper losses

· Avoiding political influence

· Avoiding CYA by regulators

· Avoiding post-forbearance risk-taking
The Savings & Loan (S&L) Crisis

· The regulator decided to engage in forbearance for everyone because one third of the industry was insolvent. The regulator did not want to admit something like that happened under their watch. Also supposedly it was not their fault (happened due to interest rate spikes).
· Moreover, the regulator did not want to exhaust deposit insurance fund.
· Forbearance did not work! It cost way more because of prolonged forbearance.
· Lincoln S&L and the Keating Five affair
· The Keating Five: five senators (including John McCain)
· Charles Keating, former President and CEO of Lincoln S&L (Arizona S&L)
· Keating called up the five senators and asked for help
· The senators asked the regulators to go easy on Keating’s institution
· The five senators were placed on trial in the Senate for violations of ethics. Only one was sanctioned, but all were humiliated.
Prompt corrective action
· Mandatory strict measures when bank becomes undercapitalized.
· Prompt corrective action takes away power from politicians. Politicians wanted to tie their own hands so that Keatings of the future could not ask for favors like Keating did.
· In this case, the regulators come in and straighten out the financial institution
· Prompt corrective action creates five different categories and creates rules what happens to you when you are in a particular category.
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Undercapitalized banks must:

· Submit a capital restoration plan of where the bank is going to get capital (if plan not approved, may go into receivership)
· BHC must guarantee compliance

· Comply with restrictions on growth

· Get regulatory approval for acquisitions of depository facilities

· Submit to appointment of a receiver if it fails to get an approved capital restoration plan or if the agency decides that it has no reasonable prospect of becoming adequately capitalized

Significantly undercapitalized banks must:

· Recapitalize immediately (merger or sale)
· Submit to limits on deposit interest rates
· Submit to government controls on management
Critically undercapitalized banks must:

· Not pay interest or principal on subdebt
· Submit to immediate appointment of a receiver
Strategies to deal with capital impairment:
· Sell assets

· It’s not easy to sell off loans and you have to take a haircut

· You may send signals about being desperate

· Have to sell a lot of assets to get a little more capital (like 12 times, function of 8%)
· If it is a crisis situation, everyone is selling loans and there is a depression of asset prices

· Therefore, not ideal.
· Raise new capital, i.e. sell equity

· Requires much less money

· Not gonna have a flood of loans to the market

· Not gonna have to take a loss on your loans

· Raising new capital can send a good signal to the market (b/c someone is willing to put down money)

· New capital providers may require involvement in management, which may bring positive changes

· But who is going to provide the capital? Who is going to want to buy your equity when you are in trouble? That’s the big problem.
· Sources of new capital:
· Retained earnings
· Requires you to actually earn money — incentivizes taking heightened risk (in order to chase returns)
· Also requires time to earn money — takes too long

· Might make sense when you are not in a crisis
· Managers

· Can put up the money and they have strong incentives to recapitalize the bank

· Probably do not have enough money (not even Jamie Dimon)

· Their wealth is often tied up with the bank’s stock

· Affiliates

· Ordinarily, no parent or siblings can be required to recapitalize the bank (though may do for reputational reasons)

· But “source of strength” doctrine — the Fed can require affiliates to recapitalize the bank (completely inconsistent with ordinary corporate law rules about the corporate veil)
· Dodd-Frank Act Section 38A. SOURCE OF STRENGTH. (a) HOLDING COMPANIES.—The [Federal Reserve] shall require the bank holding company . . . to serve as a source of financial strength for any subsidiary of the bank holding company . . . that is a depository institution.
· Federal Deposit Insurance Act, Sec. 5(e)(A): Any insured depository institution shall be liable for any loss incurred by the [FDIC], or any loss which the [FDIC] reasonably anticipates incurring, . . . in connection with—

the default of a commonly controlled insured depository institution; or
any assistance provided by the Corporation to any commonly controlled insured depository institution in danger of default.
· Debtholders
· Contingent convertible bonds (cocos) — debt instrument that turns into equity when triggered (bail-in instrument)

· Problem: How many shares do you get per bond? The bond let’s forth the ratio (can be dilutive or anti-dilutive). The common view is that they should be dilutive: the argument is about incentives — you want existing equity holders to avoid triggering the cocos.

· Cocos pay a higher interest rate than deposits and they are thus more expensive to banks (hence banks resist).

· Possible trigger measures: accounting or market. Both are problematic. The banker can manipulate accounting measures. The market measures can be disruptive (defeats the purpose).
· Arguably silly, let’s just have higher equity controls.
· Value investors
· Buffett made an investment in GS (cashed out and made tons of money)

· BOA; MUFG (Mitsubishi) invested in Morgan Stanley

· Sovereign wealth funds of Singapore, Kuwait, Abu Dhabi made investments and made money

· Uncle Sam, too (TARP)

· Acquirers
· Bank of America: Merrill Lynch, Countrywide Financial (did not work well, bad acquisitions for BOA)
· Wells Fargo-Wachovia (worked well)
· US government acquired Indymac

· Governments
· Covered in above categories (value investment, acquisitions)

· Northern Rock in the UK is another example

· Shareholders
· Can go to shareholders: subscription offer — existing shareholders have incentives to buy in order not to be diluted (also might expect the stock value to rally)
· Liquidate — bank failure

· General structure of bank closure

· The insured deposits are paid.

· The assets are sold.

· Claimants are paid in order of priority.
· Priority of claims in bank failure

· Depositors

· General unsecured creditors

· Subordinated debt

· Shareholders
· FDIC’s Roles in Bank Failure:

· Receiver [banks don’t get notice of receivership to make sure there is no bank run]
· Deposit insurer (“FDIC-corporate”)

· Acquirer (rare)
· Methods for dealing with bank failure:

· Insured deposit payout

· Purchase and assumption (P&A)

· Advantages of the P&A deal:

· It transfers deposits to another bank.

· It transfers assets to another bank.

· It avoids the need to close the failed bank.
· Dealing with the winner’s curse (winner’s curse is “a tendency for the winning bid in an auction to exceed the intrinsic value of the item purchased. Because of incomplete information or any other number of factors regarding the item being auctioned, bidders can have a difficult time determining the item's intrinsic value. As a result, the largest overestimation of an item's value ends up winning the auction.”)
· Bidder due diligence

· Loss sharing (FDIC will take part of the loss?)
· Put-backs (guaranteed repurchases if the asset is bad?)
· Partial sales

· FDIC Superpowers
· The D'Oench, Duhme doctrine: As a matter of federal common law, side agreements between a bank and a borrower are not enforced after bank failure if they tend to defeat or hinder the interests of the FDIC.
· 12 USC § 1823(e)(1): “No agreement which tends to diminish or defeat the interest of the [FDIC] in any asset acquired by it . . . as receiver of any insured depository institution, shall be valid against the [FDIC] unless such agreement—

(A) is in writing,

(B) was executed by the depository institution and any person claiming an adverse interest thereunder, including the obligor, contemporaneously with the acquisition of the asset by the depository institution,

(C) was approved by the board of directors of the depository institution or its loan committee, which approval shall be reflected in the minutes of said board or committee, and

(D) has been, continuously, from the time of its execution, an official record of the depository institution.”
· Open bank assistance

· Conservatorship
 ADDIN AudioMarker 10534 Interest Rate Risk (IRR)
IRR was the cause of the third greatest crisis in American history—the savings and loans crisis of the 1980s.  

 ADDIN AudioMarker 10612 Look at the yield curve in order to understand IRR: this is the relationship between maturity of debt and interest rates. Even government bonds have some marginal interest rate, bonds that are paid over night—no money is loaned out for nothing, although it might come close to zero. 

· Normally, the yield curve slopes upward; that is to say, the interest rate goes up the longer the period of maturity, but there are some circumstances where this is not the case. 

· Why are long-term rates almost always greater than short-term notes? Inflation + interest rate risk, that is the risk of not knowing what the interest rates will be in the future, a risk that increases in time. There’s also default risk—this is also something that investors want to be compensated for it. 

· There’s a lot more interest on long-term over short-term rates, although circumstances can conspire to make short-term rates higher than long-term rates. This is rare, because, there’s uncertainty over what the interest rates will be in the future. So normally, the longer the maturity of the bond, the greater the risk…

·  ADDIN AudioMarker 10903 There’s also the problem of liquidity risk, as well as default of the issuer (although this is low if the government is the lender). That contribute to this upward slope

 ADDIN AudioMarker 10961 How can banks profit from this? They’re buying low and selling high. The bank is buying in one market and selling in another, and they’re profitable because the yield curve tends to be upwards. It’s buying its capital in deposit markets, paying nothing, then selling its liquidity in loan markets at 4–5%. This strategy only works if yield curves slope upwards. 

 ADDIN AudioMarker 11056 At this moment, the Fed is recapitalizing the banks, by giving them low interest short terms loans, and then the banks are charging interest on the loans they make to us.

 ADDIN AudioMarker 11092 Banking intrinsically relies on interest rates risks. If the yield curve inverts, then you lose money, and all banks have interest rate risk, because without it, they’d be less profitable. They don’t want to diversity this risk, even though they could—this would lower their profits. Why?

·  ADDIN AudioMarker 11140 Interest rates risks relates to loans and deposits: the difference between the two rates created interst rate risks. liquidity risk relates reserves to deposits, solvency risk relates capital to loans, and interest rate risks relates loans to deposits. 

What happens when the interest rate changes?

·  ADDIN AudioMarker 11190 Let’s say that short-term interest rate at the low end goes up from 0 to 2%. Now the bank has to pay more for deposits. Now the bank has to sell high because it’s buying high, and it’s not going to make money unless customers borrow for at least seven years. 

·  ADDIN AudioMarker 11281 What if long-term rates go up? From 4 to 8%. If long term rates go up (the 10 year rate doubles, that is), then its cash flows aren’t effected, but what happens is that its solvency and capital are affected. Why?

· Because if there’s a better option available on the market, then the value of the original bond is now less—the market is only going to pay 50% of the par value of the bond. In the case of this example, there would be a 50% reduction in the value of the bond if the long term interest of the bond goes up. You’re not in a negative cash flow situation, but you can become insolvent and your portfolio is much less valuable. 

Summary of the 4x4 matrix slide comparing changes in short- and long-term interest rates: 1.) if deposit rates (short-term rates) rise and long-term rates rise, then that’s bad; 2.) it’s mixed if long term rates fall and deposit rate rises; 3.) if deposit rates fall and long term rates fall, that’s good, 4.) and if deposit rates fall and long term rates rises, that’s mixed. 

· Inflation in America during the 1970s—this was the first and really the only inflation crisis in the U.S., it was fought with the tightening of monetary policy. But this had bad side effects. On the yield curve, this increases short-term and long-term rates, because money’s not available and the rates are what you pay for money. In other words, because money is not available, both long and short term rates both go up.

·  ADDIN AudioMarker 11685 The prime rate for banks charging their most credit worthy borrowers fluctuated around 8%, but in 1978 it goes up, and spikes in 1980 (from 7% to 20%). This bankrupted the savings & loan industry, because they were prohibited by law from paying too high an interest rate on deposits, so they didn’t compete with one another.

·  ADDIN AudioMarker 11777 When interest rates go up, the savings & loan industry couldn’t adapt, because people pulled their deposits and put them into money market mutual funds—this is was largely responsible for their popularization. They sell had to sell their mortgages at a loss (which had reduced in value) in order to make up for the loss of deposits, and they asked congress to retract this limit.

· Prior to this, they lobbied congress to keep a cap on the deposits, because they wanted to limit competition between savings &  loan entities. The Fed enforced cartel pricing for savings & loans for many years, making it a cushy business. If the savings & loans had agreed to do this among themselves, this would have been illegal.

·  ADDIN AudioMarker 11962 This is still a concern today. If you can borrow for nothing, like you can today, you should definitely do it, as well as shadow banks. So nowadays, you have to manage your interest rate risk: there’s no formal rule on this, but there is an interest rate risk examination. 

 ADDIN AudioMarker 12046 very big banks (TBTF)
· TBTF = “Too Big Too Fail,” and “Shadow Banks.” No one really knows what to do about these institutions—it hasn’t been figured out yet. 

· The vast majority of banks in the United States are very small, and then there a small handful of gigantic institutions. This is becoming more and more true (the discrepancy between the size of banks is increasing). 

· TBTF:  ADDIN AudioMarker 12091 we have looked at the various forms of regulation, and now we’re going to look at the special institutions involved in the 2007 financial crisis.

·  ADDIN AudioMarker 12159 Special institutions: Very big banks (TBTF). The number of banks is getting smaller, and the banks that remain are getting larger. 

·  ADDIN AudioMarker 12256 14,483 of banks in the United States in 1984, and by 2011, there’s on 6,290; and average assets, $167-893 million per bank. Nowadays, the average bank has about $1 billion in assets. What happened during this period? 

· Well, the S&L crisis wiped out a lot of banks.

·  ADDIN AudioMarker 12319 In the 1980s, geographic restrictions also broke down—nowadays, they’re almost gone. The reason is that once the geographic restrictions are lifted, big banks went out and bought small banks. Liberalization of geographic restrictions on banking—this explains a lot of this change. 

·  ADDIN AudioMarker 12404 Then there was also the financial crisis of 2008, which wiped out a lot of small banks. This forwards the same trend, selecting for a small number of larger banks.

·  ADDIN AudioMarker 12519 Pattern with respect to the largest banks: we have four huge megabanks: JPM, BoA, Wells Fargo (WF), Citi. Each have around $1.5 trillion in assets. 

·  ADDIN AudioMarker 12634 What are the concerns that arise surrounding mega banks?

·  ADDIN AudioMarker 12650 They’re too powerful—this concern goes back to the founding. There was always a suspicion surrounding federal, as opposed to state banks. Hamilton, of course, was the framer who was the biggest proponent of a national bank—the Bank of the United States.

·  ADDIN AudioMarker 12705 The Constitution didn’t give Congress the power to charter the bank, but this was resolved in McCullough v. Maryland—upheld the charter of the national bank.

·  ADDIN AudioMarker 12798 What about the political argument: should there be a bank of the United States? Critics say that it is too favorable to creditors over debtors; supporters see it as an engine of progress.

·  ADDIN AudioMarker 12843 Opponents of the bank got the upper hand during the Jackson administration, and it was not re-chartered—goes out of existence in 1836.

· Progressive era, you get another resurgence of concern about the banks. Louis Brandeis (In Other People’s Money) warned about the curse of bigness—he called for breaking up the big banks, wants a number of smaller institutions. 

·  ADDIN AudioMarker 12956 Great Depression: many thought that big banks were a major cause of the financial turmoil, that they were distributing securities that were no good to the public. This, at least, conventional wisdom at the time. This gave rise to the Glass-Steagall Act. 

·  ADDIN AudioMarker 13029 2007–2009: again, the problem at the core of this crisis is perceived as being the big financial institutions. 

· Why i ADDIN AudioMarker 13086 s bigness a concern? What about the concentration of political power, and the concentration of risk?

· We don’t want firms to get too much market power, but there are other concerns as well—political capture, political power can be generated by economic power.  ADDIN AudioMarker 13146 

 ADDIN AudioMarker 12876 
· That being said, you couldn’t say that any one of the four big banks dominate any one area that triggers an anti-trust laws, but they certainly have a lot of political problem.

·  ADDIN AudioMarker 13277 There’s also the problem that they banks are so big that they cannot be regulated, both because they’re too complicated, and also because no fines really harm these big banks—everything is small change to them.

·  ADDIN AudioMarker 13328 There’s also the problem of a bank failure: few banks can rescue a big bank that fails. 

· The right and the left both have concerns about bigness, but bigness of a different kind, big government vs. big business.

· What about big banks insensitivity to local concerns? Bankers used to make a really big show of being committed to the community—there’s the whole iconography of the banker living in a big house on the hill, contributing to the civic activities of the community. This was good publicity. 

·  ADDIN AudioMarker 13485 Look at the Community Reinvestment Act. The theme is localism, that banks should reinvest deposits back into the communities that they pull the deposits from. Well, a lot of the time, the ability of banks to reinvest in the community presupposes that they are actually profiting from investing somewhere else. But they also increase risk (think about the subprime mortgage crisis). In the case of the subprime mortgage crisis, big banks were able to bring capital into the community, but they do this by bundling and passing on risky assets. 

·  ADDIN AudioMarker 13779 Wizard of Oz: the moral of the story is that Kansas should reinvest in Kansas, not in New York (i.e., Oz/Emerald City). This is actually pretty clever—“everything that I ever wanted was right here in Kansas!”)

· At least in New York, when the big banks were able to expand into the upstate market, they got their asses handed to them by small banks.
·  ADDIN AudioMarker 13819 What about the problem of instability? If a small bank fails, it’s not that big of a deal, but on the other hand, when a big bank fails, then they can be systemically problematic. 

·  ADDIN AudioMarker 13940 We’re going to focus on systemic instability. Important factors: size, complexity, interconnections. 

· The failure of a big bank exacerbates public concern.

· Size is not necessarily an indication of complexity:  ADDIN AudioMarker 13997 Wells Fargo\ is not complicated, JPM is quite complicated. Complexity suggests many avenues of profit-making.

·  ADDIN AudioMarker 14033 Interconnections: if you have a bank that has many connections with other financial institutions, then each of these connections creates a risk to the counterpart. 

· Why are we worried about this? The worry is that the bank being so large is a bank that the government cannot let fail. It’s a risk that the government cannot afford to take. This is too big to fail. 

· There are a number of phrases that stem from this concern over being too big to fail—you have concerns over bailouts. 

·  ADDIN AudioMarker 14183 Bailout: any situation in which the government expends public resources to benefit a banking firm’s creditors or shareholders. Problems with bailouts:

· Costs: bailouts of the big mortgage companies cost about $73 billion.

·  ADDIN AudioMarker 14274 Fairness: why are we bailing out banks; these are not appealing people, and they’re the ones who caused the problem. This seems really unfair. 

·  ADDIN AudioMarker 14312 Moral hazard: if a bank knows that it will be bailed out, then it is more likely to take excessive risks. It will no longer be cautious. 

·  ADDIN AudioMarker 14386 Regulatory Incentives: the government official who decides whether or not to bail out are not spending their own money; they’re spending ours. 

·  ADDIN AudioMarker 14432 Blame: if the regulatory bails out a troubled big bank, no so much criticism, but if they fail to bail them out and there’s a panic, then they certainly will be criticized. 

· In other words, the regulator is a lot less likely to be blamed for action than for inaction.

· Potential beneficiaries of the bail out (from less to more controversial):

· Insured depositors: this is not such a problem, for the government has a legal obligation to bail out these depositors.

·  ADDIN AudioMarker 14561 Uninsured depositors: purchase and assumption transaction will usually bail out everyone, even though they have not agreed to do so in advance. 

·  ADDIN AudioMarker 14606 Other creditors of the bank: often bailouts benefit this group

·  ADDIN AudioMarker 14615 Creditors of the holding company of the bank
·  ADDIN AudioMarker 14637 Shareholders of the bank 

·  ADDIN AudioMarker 14642 Shareholders of the holding company
· All of these groups, at one time or another, have been protected. 

· List of notable bailouts: Continental IL., Longtime Capital Management (this was a private bailout, but the Fed. told them to do it), INDY Mac, Fannie/Freddie, GM, etc. 

·  ADDIN AudioMarker 14723 Approaches to TBTF:

· Limits on bail outs: FDIC Act, 12 U.S.C. § 8121---bailout is not for shareholders, and if they do bailout uninsured depositors or other creditors, then they cannot do so to the detriment of insured depositors. 

· The FDIC must determine that this resolution if the most cost-effective way of addressing the problem. 

· You want to restrict the government, but what happens if the limits become too constraining? In a financial crisis, these limits are no good. What kind of exceptions could you build into the FDIC’s statute. Maybe the FDIC could declare a state of financial emergency. 

·  ADDIN AudioMarker 15010 Look at § 1843(c)(4)(G): you bring in other institutions and get strong affirmation that exceeding the limits is good idea. You want some sort of guarantee of broader political support.

·  ADDIN AudioMarker 15055 Safety-enhancing devices: 

· Enhanced capital requirements: 

· 1) Enhanced leverage requirements: 

· 2)  ADDIN AudioMarker 15112 Countercyclical buffer

· 3)  ADDIN AudioMarker 15117 Enhanced prudential supervision

· 4)  ADDIN AudioMarker 15126 Volker Rule (This heading doesn’t seem to match up with what he actually said)

· 1) Enhanced leverage requirement is already in place for most of the big banks (“the Elite Eight”).

· Tier 1 Capital requirements go from 4% to 6% for the banks, and from 4% to 5% for bank holding companies.

· 2) Countercyclical capital buffer: when things are going poorly, banks have a hard time raising capital and there are no retained earnings. At the time when it’s easy to raise capital, when things are going well, the banks are not required to do it, and vice versa. This is pro-cyclical. So now there’s a “counter-cyclical” requirement, an obligation to raise capital when things are going well.

· Regulators can impose, at their discretion, an additional 2.5% T1 common equity requirement, above and beyond the other capital requirements. ADDIN AudioMarker 15334 

 ADDIN AudioMarker 15236 
· 3) Enhanced capital rules for global systemically important banks (G-SIBs): this comes out of the Basel requirements. 

· Here, you try to identify global, systemically important banks. What makes a bank systemically important? 

· cross-jurisdictional activity

· size

· interconnectedness

· substitutability

· complexity.

· Each of these factors gets 20% weighting. Banks that get the highest numbers become G-SIBs. 

·  ADDIN AudioMarker 15635 If you’re a G-SIB, then you have to have even more capital than what’s required for the counter-cyclical buffer. The amount of additional capital that you’re required to hold is based on how risky you’re understood to be. 

·  ADDIN AudioMarker 15718 Some of the big banks are just not that risky, and so the regulators do not force them to meet the highest additional capital requirements (Wells Fargo).

·  ADDIN AudioMarker 15749 This is a Basel requirement that the U.S. is going to adopt.

· 4.) Enhanced loss-absorbency capacity for G-SIBs. There needs to be capital for gone institutions, (for institutions that have already failed).

· This measures the bank’s capacity to absorb loss before the loss reaches the depositors. Total capital plus total long term unsecured debt (more than one year of maturity). This number has to be at least 16-20% of risk-weighted assets, and 6% of total assets. 

· This proposal is not in effect yet.

· Enhanced Capital Supervision (Stress Tests) Here, you create a stress scenario, and then you create a computer model of the institution to see if the institution can handle these stresses. Every year, the Fed will create a model taking these main variable into account.

· Economic activity

·  ADDIN AudioMarker 16102 Unemployment

·  ADDIN AudioMarker 16106 Exchange rates

·  ADDIN AudioMarker 16111 Prices

·  ADDIN AudioMarker 16113 Incomes

·  ADDIN AudioMarker 16115 Interest rates

· Most recent stress test for 2014: severe recession, high unemployment (12%), oil prices spike, short term interests remain low, severe decline in credit quality (borrowers defaulting on their loans), and stock market crashes (to 2009 levels), housing market crashes yet again.

· Banks are asked to be able to handles these problems, which together are so severe they’re insurmountable. 
Largest U.S. Banks by Assets, 2014 (millions):

1. JP Morgan

2. Bank of America

3. Wells Fargo

4. Citibank

5. US Bancorp

6. Mellon

7. PNC

8. State Street

9. Capital One

10. TD Bank
Too big to fail (TBTF): If a bank is “systemically important”, the government cannot let it fail — it is forced to rescue the institution. Variations on the motif:

· Too big to fail

· Too interconnected to fail

· Too big to manage

· Too complicated to understand

· Too big to jail
Notable bailouts:

· Continental Illinois (1984)

· Long Term Capital Management (1998) — orchestrated by the Fed, but private

· Indymac (2008)

· Bear Stearns (2008)

· AIG (2008)

· Fannie Mae and Freddie Mac (2008)

· GM and Chrysler (2009)
Approaches to the TBTF problem:
· Limits to the bailouts (see slides for examples of statutes)
· 12 USC § 1821(a)(4)(c): The deposit insurance fund shall not be used . . . “to benefit any shareholder or affiliate.”
· 12 USC 1843(c)(4)(E): The [FDIC] may not take any action, directly or indirectly, with respect to any insured depository institution that would have the effect of increasing losses to the Deposit Insurance Fund by protecting— (I) depositors for more than the insured portion of deposits…; or (II) creditors other than depositors.
· 12 USC 1843(c)(4)(A): [Before resolving a failed institution, the FDIC must determine] that the [resolution method chosen] is the least costly to the Deposit Insurance Fund of all possible methods …
· Regulatory incentives — better to bail out when you don’t have to than not bail out when you should (because of criticism; Bear Stearns vs. Lehman Brothers)

· How do you make an exception for crisis situations?

· 12 USC 1843(c)(4)(G): [I]f, upon the written recommendation of the Board of Directors (upon a vote of not less than two-thirds of the members of the Board of Directors) and the Board of Governors of the Federal Reserve System (upon a vote of not less than two-thirds of the members of such Board), the Secretary of the Treasury (in consultation with the President) determines that— (I) the Corporation’s compliance with [least cost resolution] would have serious adverse effects on economic conditions or financial stability; and (II) any action or assistance under this subparagraph would avoid or mitigate such adverse effects, the Corporation may take other action or provide assistance under this section as necessary to avoid or mitigate such effects.
· Capital Regulation for TBTF Banks
· Enhanced capital requirements for TBTF banks:

· Enhanced leverage requirement

· Enhanced tier 1 leverage ratios for large interconnected banks
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· This applies to the Elite Eight:

· JP Morgan Chase

· Citigroup, Inc.

· Bank of America Corp

· Bank of New York Mellon

· Goldman Sachs Group

· Morgan Stanley

· State Street Corporation

· Wells Fargo

· Countercyclical buffer

· Additional capital rules for G-SIBs (Global Systematically Important Banks)
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· U.S. G-SIBs (2015) — same as the Elite Eight
· Proposed U.S. implementation of G-SIB capital buffer rule:

· The required capital buffer is the higher of:

· The BCBS (Basel Committee on Banking Supervision)/FSB (Financial Stability Board) rule

· A U.S. rule that focuses on wholesale funding
	Bucket
	G-SIBs (only American ones included here)

	5 (3.5% surcharge)
	Empty

	4 (2.5% surcharge)
	JP Morgan Chase

	3 (2.0% surcharge)
	Citigroup

	2 (1.5% surcharge)
	Bank of America

Goldman

Morgan Stanley

	1 (1.0% surcharge)
	Bank of NY Mellon

State Street

Wells Fargo


· Enhanced total loss absorbency capacity for G-SIBs
· Meaning, the ability of the institution to absorb losses before depositors will incur a loss
· Proposed Total Loss Absorbency Capacity for G-SIBs (see table below)
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· Enhanced reserve requirement: TBTF banks must hold an extra buffer of highly liquid assets based on projected funding needs during a 30-day stress event.
· Enhanced Risk Management for TBTF Banks:

· Board Risk Committees

· Chief Risk Officers

· Enhanced risk management programs
· Enhanced capital supervision

· Stress tests of capital
· Stress tests are scenarios with really bad economic conditions (i.e. external factors)
· The regulators imagine a very severe but brief period of economic distress
· Fed scenario variables (summary):

· Economic activity

· Unemployment

· Exchange rates

· Prices

· Incomes

· Interest rates
· Severely adverse scenario (2014):

· Severe recession

· High unemployment

· Inflation due to oil price increases

· Low short term rates

· Severe decline in credit quality

· Stock market crash
· How realistic are these scenarios? If they are not realistic, what use are their results?

· Miller seems to think that the scenarios are just too pessimistic (the assumed conditions are worse than what happened during the financial crisis)

· If the model is using a normal distribution, but the normal distribution is wrong (the tails are actually fat), then the model of the institution is wrong

· Marc’s point: if the distributions are actually fat-tailed, maybe then it actually makes sense to use a very adverse stress scenario (GOOD POINT)

· Hard to model things that have no historical data (MBS)

· Traders use VAR (value at risk) models — tells how bad it gets at the cutoff point (1%), but not how bad it gets at the tails

· The Fed was wrong in the past (think 2008), so can we trust them? Stupid point.
· Sometimes the government has an incentive to rig the stress test (think Europe in 2009, the authorities wanted the bank seem strong)

· DFAST (Dodd Frank Act Stress Test)

· Other regulators + the Fed

· It makes certain assumptions about capital policy about banks

· Dividends and interest continues

· No repurchases of stock or subdebt

· No new issues of stock or subdebt
· The assumptions are meant to provide comparability among the big banks

· CCAR (run by the Fed?)

· Capital assumptions are different from DFAST: banks give the regulator a capital plan and the regulator assumes that they will do what they say they will do

· 29/31 largest BHCs passed (Deutsche Bank and Santander Fed objected to and they had to come back with revised capital plans)

· If any of the banks did not conform with their capital plan, the Fed would be mad and the banks do not want that because the Fed is very powerful
· Stress tests of Liquidity
· Enhanced prudential supervision

· Volcker Rule

· Prohibits proprietary trading by banks because it is seen as risky (Miller thinks there is little evidence)

· Devices to manage failure
· Living wills

· Big banks are very complex (held by BHC, has affiliates that are non-banks, etc.)

· Banks and non-banks have different failure mechanisms (non-banks have bankruptcy, banks are required to lean on their affiliates)

· The different entities may be located in different jurisdictions which have different rules (“ring-fencing” when different countries try to capture as much of the assets of the failed institution as possible, hyenas descending on the carcass)

· Living wills are about how their failure would be resolved in a bankruptcy proceeding (BHCs go through bankruptcy, banks don’t)

· Living wills have worked poorly because the banks don’t want to tell regulators what happens when they die

· The first round of living wills were submitted in 2014

· Regulators rejected 11 of the living wills because they did not really say anything

· Arguably living wills reduce the incentive to bail out the institution

· But how much can you trust these living wills? They are written by people who do not want to cooperate

· The living wills is a plan and it will be implemented — might lead to rigidity

· Orderly resolution authority

· Procedural requirements (???) — FDIC and the Fed get together with super-majorities and recommend to the government to implement the orderly resolution authority

· FDIC becomes appointed as a receiver for the whole enterprise

· Orderly resolution is a last resort measure

· Diplomatic issue — other countries might be upset the FDIC takes over the whole enterprise with foreign elements (but if the BHC is a DE corporation, it might be more defensible)

· FDIC’s authority over BHC in this case is the Dodd Frank Act

· FDIC may come in before actual bankruptcy kicks in to prevent “gambling for resurrection”

· Limits on size

· Geographic limitations

· In the distant past only one building was allowed per bank

· Deposit caps/concentration limits
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· Breakups

· You could require banks to be broken up

· Those proposals make a lot of sense

· Jamie Dimon does not like it (economies of scale, etc.)

· The banks are softening on this because the regulatory costs are so great for larger banks

SHADOW BANKS
Examples:

· Bear Sterns

· Lehman Brothers

· Morgan Stanley

· Goldman Sachs
Key common theme: funding yourself with short-term debt, not deposits
Short-term debt — you pay lower interest rate, but run the risk of not being able to refund (long term debt is pricier)
Re-purchase agreements (repos) would rollover normally, but that malfunctioned for institutions like Lehman Brothers when word got out that they were in trouble due to exposure to toxic assets
Shadow banks experienced runs and ran into financial distress, hence the call to reform the shadow banks
Section 13(3) of the Federal Reserve Act (pre-2010):

“In unusual and exigent circumstances, the Board of Governors of the Federal Reserve System, by the affirmative vote of not less than five members, may authorize any Federal Reserve bank . . . to discount for any individual, partnership, or corporation, notes, drafts, and bills of exchange when . . . indorsed or otherwise secured to the satisfaction of the Federal Reserve bank: Provided, [t]hat before discounting . . . the Federal Reserve bank shall obtain evidence that such individual, partnership, or corporation is unable to secure adequate credit accommodations from other banking institutions.”
Federal Reserve Act § 13(3) (current):

“[T]he Board shall establish . . . policies and procedures governing emergency lending under this paragraph.

Such policies and procedures shall be designed to ensure that any emergency lending program or facility is for the purpose of providing liquidity to the financial system, and not to aid a failing financial company, and that the security for emergency loans is sufficient to protect taxpayers from losses and that any such program is terminated in a timely and orderly fashion.”
Something old, something new, something borrowed, something blue
· Borrowed: initiatives that come from Basel
· Blue: stress tests (pessimistic scenarios)
· Old: prompt corrective action (increasingly stringent corrective measures)
Prompt corrective action is meant to signal to the banking industry that the gov will not engage in forbearance
For small banks, the worries about forbearance are not present (small banks cannot influence politicians, and they will not stretch FDIC resources)
So prompt corrective action is about big banks
With the largest institutions, the gov might not be credible in carrying out prompt corrective action
G-SIB — the US has adopted the rule (will come into effect 2019)
The US says we will impose whichever is higher — G-SIB or Basel requirement AND the US takes into account reliance on “wholesale funding” (like reliance on short term debt, repos like Lehman Brothers)
Any bank over $50B in assets has to do not only stress tests of capital, but also stress tests of liquidity (once a month)
Devices to manage failure
Banks have to have risk committees including at least one person conversant with risk management
In the banking context, regulators are getting more intrusive by imposing requirements of what committees to have and who is supposed to be on them
Shadow banks
Other institutions than banks can experience runs — Lehman Brothers (repos fell through the floor)
The amount of short term debt is now larger than the amount of deposits
The shadow banks are not regulated as banks, so they may be more highly leveraged
Post-crisis development for shadow banking:
· Attrition: Lehman, Bear Sterns
· Changes in norms and attitudes: not as traumatic as the 1930s, but still; the risk aversion of the postwar era dissipated when new bankers took over; the trauma of the financial crisis is very large (although banks are inching toward more risk again); ironically, the gov’s efforts to mitigate the crisis reduce the crisis’ impact on banking culture
· Transformation into banks: can do that by acquiring small banks
· Limits on discount window assistance: pre-2010 the Fed could extend assistance to pretty much anyone in a crisis; now that power is subject to significant limitations
· Enhanced supervision: the most important one
FSOC (“Financial Stability Oversight Council” — headed by the Secretary of the Treasury) criteria for identifying a SIFI (“systemically important financial institution”):
· Size

· Interconnectedness

· Lack of substitutes

· Leverage

· Liquidity risk and maturity mismatch (fund short, lend long without hedging)
· Existing regulatory scrutiny
FSOC designations (to date):
· MetLife: was outraged
· AIG: an obvious one; AIG had to be bailed out due to a liquidity crisis
· GE Capital: recently sold most of their loans to Wells Fargo; initially got into finance to provide funding to its buyers in the 1980s; current management wants to focus on GE’s core activities
· Prudential
Comments about SIFI designations:

· Very hard to make the decision of who to designate as a SIFI
· When you are designated as a SIFI, you are regulated by the Fed basically as a bank
· What’s the probability some firm like KKR will be designated: probably low — they manage investments and do not fund themselves with short-term debt
Possible strategies for shadow banks:

· Enhance disclosure

· Impose bank-like regulation
Money market mutual funds
· Money market — short-term debt by highly rated institutions.

· Almost any money market instrument can be very quickly liquidated.
· The money market mutual fund (MMMF) can ascertain the value of the investment momentarily because of readily available market prices.
· MMMFs do not have a fractional reserve liquidity problem.
· What’s the likelihood that a money market fund will fail? Low.
· MMMF is funded through equity (no debt)
· The investments are in high-grade debt
REGULATION OF THE BANKING BUSINESS
Entry
· Barriers to entry in certain industries, including banking
· Some supported barriers to entry, some opposed (think Chicago school)
· 1930s-1970s banking agencies were keen on limiting the entry of new banks in the name of safe and soundness
· In 1960s and 1970s the OCC did restrict entry of new banks. Starting in the 1980s, the OCC has been more open to granting charters.
· The erosion of geographic restrictions has eroded the value of keeping out new banks in any given place, which may explain why the OCC has become more willing to grant charters.
· After the 1980s we have a market test — the market is the best regulator
· OCC Policy mentions “minority owned institutions” — a bow to the other side (endorsing the market but agreeing that the market cannot achieve everything (schizophrenic)
· 12 CFR 5.20(f) Policy—(1) General. The marketplace is normally the best regulator of economic activity, and competition within the marketplace promotes efficiency and better customer service. Accordingly, it is the OCC's policy to approve proposals to establish national banks, including minority-owned institutions, that have a reasonable chance of success and that will be operated in a safe and sound manner. It is not the OCC's policy to ensure that a proposal to establish a national bank is without risk to the organizers or to protect existing institutions from healthy competition from a new national bank.
· There are various requirements in order to be able to enter banking.
· Explanation for entry restrictions: public interest vs. public choice (Chicago type reasoning).
· The OCC (Office of Comptroller of Currency) — regulates national banks
· What you need to do to open a bank

· 12 CFR 5.20(i): In evaluating an application to establish a national bank, the OCC considers whether the proposed bank:

(A) Has organizers who are familiar with national banking laws and regulations;

(B) Has competent management, including a board of directors, with ability and experience relevant to the types of services to be provided;

(C) Has capital that is sufficient to support the projected volume and type of business;

(D) Can reasonably be expected to achieve and maintain profitability; and

(E) Will be operated in a safe and sound manner.
· You have to convince the regulators you will meet these criteria.
· 12 CFR 5.20(g)(1):

· “Strong organizing groups generally include diverse business and financial interests and community involvement.”

· “The bank's initial board of directors generally is comprised of many, if not all, of the organizers.”
· “An organizing group must have the experience, competence, willingness, and ability to be active in directing the proposed national bank's affairs in a safe and sound manner. . . .”
· 12 CFR 5.20(g)(3)(i):

· “Each organizer must have a history of responsibility, personal honesty, and integrity.”
· “Personal wealth is not a prerequisite to become an organizer or director of a national bank.”
· Good candidates for organizing group:

· Rich people because they can supply capital
· 12 CFR 5.20(g)(3)(ii): “Because directors are often the primary source of additional capital for a bank not affiliated with a holding company, it is desirable that an organizer who is also proposed as a director of the national bank be able to supply or have a realistic plan to enable the bank to obtain capital when needed.”
· Directors/organizers need to know the business/operating plan
· 12 CFR 5.20(g)(1): “The business plan or operating plan and other information supplied in the application must demonstrate an organizing group's collective ability to establish and operate a successful bank in the economic and competitive conditions of the market to be served. Each organizer should be knowledgeable about the business plan or operating plan. A poor business plan or operating plan reflects adversely on the organizing group's ability, and the OCC generally denies applications with poor business plans or operating plans.”
· 12 CFR 5.20(g)(2): “The initial board of directors must select competent senior executive officers before the OCC grants final approval. Early selection of executive officers, especially the chief executive officer, contributes favorably to the preparation and review of a business plan or operating plan that is accurate, complete, and appropriate for the type of bank proposed and its market, and reflects favorably upon an application.”
· What if the OCC does not like your business/operating plan?
· The OCC has the right to object or preclude to the hiring of any officer/director.
· 12 CFR 5.20(g)(2): “As a condition of the charter approval, the OCC retains the right to object to and preclude the hiring of any officer, or the appointment or election of any director, for a two-year period from the date the bank commences business.”
· If the OCC rejects someone, the person can sue the OCC for arbitrary and capricious action.
· Camp v. Pitts: OCC’s denial of a national bank charter application is upheld unless it is “arbitrary, capricious, a abuse of discretion, or otherwise not in accordance with law.”

· Chance of winning against OCC on arbitrary and capricious is virtually zero — don’t do it! (courts defer to agencies)
· Basically, the OCC has unlimited discretion
· The corporation law for other business allows you to do any lawful business. Banking corporations are stuck in the early 19th century — you can only do banking business.
· One theory is that allowing banks to do other business would make them riskier.
· But why would one say that banking is a safe and sound business?
LEGAL LIMITS ON THE BANKING BUSINESS

National bank powers:

· Corporate powers

· Deposits

· Loans

· Incidental powers

· Real estate investments

· Investments in personal property

· Securities investments

· Trust powers

· Securities powers

· Insurance powers
Traditional corporate powers of national banks under 12 USC 24:

[1] “to adopt and use a corporate seal”

[2] “to have [indefinite] succession”

[3] “to make contracts”

[4] “to sue and be sued”

[5] “to elect or appoint directors [and officers]” [6] “to prescribe . . . bylaws”
Traditional banking powers of national banks under 12 USC 24(7):

[1] “. . . discounting and negotiating promissory notes, drafts, bills of exchange, and other evidences of debt”

[2] “receiving deposits”

[3] “buying and selling exchange, coin, and bullion”

[4] “loaning money on personal security”

[5] “obtaining, issuing, and circulating notes”
How do we adapt the traditional banking powers to the modern world?
· Interpreting traditional banking power generously

· Abstraction

· Historicism (the banks have done something similar in the past, so it’s ok; looking back in time to find precedent similar to what banks are trying to do)

· Can a bank lend out cash collateral they receive from short sellers borrowing stock? Example of how the simple idea of “receiving deposits” morphs into complex applications.
National bank deposit-taking powers

(a) traditional deposits

(b) custodial services

· safe deposit boxes

· securities accounts

· securities lending

(c) deposits with variable returns
National bank lending powers:

(a) Loans on personal security with fixed interest rates

(b) Loans with variable interest rates

(c) Swaps

(d) Loans secured by real estate
12 C.F.R. § 7.1006:

“A national bank may take as consideration for a loan a share in the profit, income, or earnings from a business enterprise of a borrower. A national bank also may take as consideration for a loan a stock warrant issued by a business enterprise of a borrower, provided that the bank does not exercise the warrant. The share or stock warrant may be taken in addition to, or in lieu of, interest. The borrower's obligation to repay principal, however, may not be conditioned upon the value of the profit, income, or earnings of the business enterprise or upon the value of the warrant received.”
· The OCC allows loans tied to the profitability of the borrower.
· But at the end of the day they have to pay off what was lent to them (i.e. repay the principal).
· This gets awfully close to equity investments (which banks are not allowed to make).
12 USC 24 (Seventh) — a big deal for banking lawyers
· “[A national bank has power] to exercise by its board of directors or duly authorized officers or agents, subject to law, all such incidental powers as shall be necessary to carry on the business of banking…”

· Sounds almost like the necessary and proper clause
· But where do the incidental powers end? What is their limit?
NationsBank of North Carolina v. Variable Annuity Life Insurance Co.:

· “We expressly hold that the ‘business of banking’ is not limited to the enumerated powers in § 24 Seventh…”
· Supreme Court takes on a expansive view of what business of banking is — “dealing in financial investment instruments”
· The “Comptroller therefore has discretion to authorize activities beyond those specifically enumerated”
· The court was making a deregulatory policy statement
· However, there are still some limits (the powers are not unlimited)
· “The exercise of the Comptroller's discretion, however, must be kept within reasonable bounds. Ventures distant from dealing in financial investment instruments—for example, operating a general travel agency—may exceed those bounds.”
· Arnold Tours case — travel agency business goes too far for banks
Incidental powers and expansion of banks’ activities

· Banks were always trying to get out of the cage set up by regulators
· The firm in the areas where banks were trying to enter always resisted
· OCC is a good friend of the banking industry, friendly regulator (“benevolent parent”)
· Banks are now less intent on entering other areas themselves because they can now do those things through their affiliates
· Efforts of the lawyers to expand activities into other areas focuses on “incidental powers” (12 USC 24)
· OCC Interpretive Letter No. 875 [examples of what is OK for banks to do]
· Providing internet-based services to merchants

· Hosting merchants’ web sites on its server

· Registering merchants with search engines and providing URLs for them

· Providing an electronic communications pathway for product order or payment

· Maintaining data associated with merchants web sites on the server

· Providing software to create web sites

· Providing data on transactions, sales, and “hits” on the site.

· Processing credit card transactions
· Where do we draw the line? No clear guidance.
· NationsBank opinion + OCC friendliness + Chevron deference = banks can do a ton
· Miller went into absurd examples about banks getting into apartment building, furniture retail
· The courts are struggling with allowing banks to branch without destroying the limits that have been established on banks
Real estate powers

Traditionally banks were not allowed to own real estate.
Early rationales from Union National Bank v. Matthews, 98 U.S. 621, 626 (1878):

“The object of [real estate] restrictions was obviously three-fold. It was to:

[1] keep the capital of the banks flowing in the daily channels of commerce;

[2] deter them from embarking in hazardous real-estate speculations; and

[3] prevent the accumulation of large masses of such property in their hands.”

Permissible real estate ownership for national banks:

· Premises
· 12 USC § 29 (First): “[A bank may hold] such [real estate] as shall be necessary for its accommodation in the transaction of its business.”

· Security for or satisfaction of loans
· 12 USC §371(a): “Any national banking association may make, arrange, purchase or sell loans or extensions of credit secured by liens on interests in real estate…”

· 12 USC §29 (Second): “[A national bank may hold] such [real property] as shall be mortgaged to it in good faith by way of security for debts previously contracted.”
· 12 USC §29 (Third): “[A national bank may hold] such [real estate] as shall be conveyed to it in satisfaction of debts previously contracted in the course of its dealings.”
· This power is necessary because otherwise banks can only make loans on personal security.
· The bank is the legal owner of a property in a mortgage (legal title; the homeowner holds equitable title).
· In the event of foreclosure, the equity of the redemption is cut off and there is an auction. The banks almost always get the property because they can make bids with paper money.
· Post-foreclosure holdings
· 12 USC §29 (Fourth): “[A national bank may hold] such [real estate] as it shall purchase at sales under judgments, decrees, or mortgages held by the association, or shall purchase to secure debts due to it.”
· Held as “OREO” — other real estate owned
· De facto financing transactions
Why did banks look like Greek temples?

· To inspire trust — the bank is not going anywhere; it’s stable and prosperous

· The bank could only own one build, so wanted to have a nice one.
How much real estate can you own till you cross the line of what is necessary for you?

· Unclear.
· As long as the real estate you hold is less than your capital, the regulators don’t ask questions.

· So banks can own a ton of real estate.
Islamic banking (murabaha)

· You would have to own the real estate
· OCC said that was fine
Banks are permitted to invest in tangible personal property, like a car for the CEO.
· 12 USC § 24 (Tenth):
· “To invest in tangible personal property…”
· “…including, without limitation, vehicles, manufactured homes, machinery, equipment, or furniture, for lease financing transactions on a net lease basis, but such investment may not exceed 10 percent of the assets of the association.”
Trust powers under 12 USC 92a:
“The Comptroller of the Currency shall be authorized and empowered to grant by special permit to national banks applying therefor, when not in contravention of State or local law, the right to act as trustee, executor, administrator, registrar of stocks and bonds, guardian of estates, assignee, receiver, committee of estates of lunatics, or in any other fiduciary capacity in which State banks, trust companies, or other corporations which come into competition with national banks are permitted to act under the laws of the State in which the national bank is located.”
· Policy: equality of competition among national and state banks (the statute establishes parity)
· Why are banks allowed to be trustees? The trusts were very important in the 19th century.
· Who would you pick as a trustee?
· Reliable

· Has investment expertise

· A bank is a good trustee by these criteria. That is why the banks got the trust power.
· Many banks don’t have a big trust element, so it’s a specialty business line.
The “finder function” of national banks (12 C.F.R. § 7.1002):

“(a) General. It is part of the business of banking under 12 U.S.C. 24 (Seventh) for a national bank to act as a finder, bringing together interested parties to a transaction.

“(b) Permissible finder activities. A national bank that acts as a finder may identify potential parties, make inquiries as to interest, introduce or arrange contacts or meetings of interested parties, act as an intermediary between interested parties, and otherwise bring parties together for a transaction that the parties themselves negotiate and consummate.
Securities powers of banks:

· Securities investments (for their own account)
· Dealing (acting trading to profit from price fluctuations)
· 12 USC § 24 (Seventh): “The business of dealing in securities and stock by [a national bank] shall be limited to purchasing and selling such securities and stock without recourse, solely upon the order, and for the account of, customers, and in no case for its own account…”
· But there are authorities to own certain types of securities (OCC has to authorize).
· 12 USC § 24 (Seventh):

· “[A national bank] may purchase for its own account investment securities under such limitations and restrictions as the Comptroller of the Currency may by regulation prescribe.”
· “‘investment securities’ shall mean marketable obligations, evidencing indebtedness of any person, co-partnership, association, or corporation in the form of bonds, notes and/or debentures commonly known as investment securities under such further definition of the term ‘investment securities’ as may by regulation be prescribed by the Comptroller of the Currency.”
· The permitted securities are investment securities: good quality + marketable.
· US government securities: banks can own without limit

· Investment grade private debt (rated by the credit agencies and are in the four top ratings; example: corporate bonds): National banks can hold up to 10% of the bank’s capital and surplus for any issuer
· Equity and junk bonds: cannot hold at all; there are exceptions. Permissible equity investments:

· Subsidiaries

· Service corporations

· Agricultural coops

· Public welfare entities
· Brokerage (facilitating transactions between 3rd parties)
· The statute, on its face, allowed brokerage! (but banks were spooked by the folklore of the Glass-Steagall Act)
· 12 USC § 24 (Seventh): “The business of dealing in securities and stock by [a national bank] shall be limited to purchasing and selling such securities and stock without recourse, solely upon the order, and for the account of, customers…”
· Litigation strategy: start with discount brokerage (no investment advice, just executing the trades). Securities industry challenges banks, loses.
· Once you become a discount brokerage, why not become a full-service broker? Banks win again (though Volcker Rule will curb this).
· Volcker Rule: Forbids proprietary trading (bank, BHC, or affiliate)
· Volcker Rule (12 U.S.C. § 1851):

[A] banking entity shall not—

(A) engage in proprietary trading; or

(B) acquire or retain any equity, partnership, or other ownership interest in or sponsor a hedge fund or a private equity fund.

(2) Any nonbank financial company supervised by the Board that engages in proprietary trading . . . shall be subject . . . to additional capital requirements for and additional quantitative limits with regards to such proprietary trading…
· Underwriting (public distribution of securities)
· 12 USC § 24 (Seventh) forbids underwriting: “The business of dealing in securities and stock by [a national bank] shall be limited to purchasing and selling such securities and stock without recourse, solely upon the order, and for the account of, customers, and in no case for its own account, and the association shall not underwrite any issue of securities or stock…”

· ICI v. Camp: Bank distribution of shares in a money market fund violated12 USC § 24 (Seventh).
· Units of participation vs. securities of stock case (Shearman lawyers involved) — bank is underwriting, disallowed by the statute.
· On its face, an easy case because the bank was clearly being an underwriter (once you sort through the terminology they employed).
· SCOTUS was having a panic attack that the wall of Glass-Steagall was going to crumble if the banks keep testing the wall like that.

· So the Court introduces “subtle hazard” policy arguments.

· “Subtle hazards” of bank underwriting of mutual fund participations:

· The public will associate the bank and the fund, so if the fund gets into trouble people will lose confidence in the bank

· Bank customers might invest in a fund in reliance on the bank and lose money

· To shore up a troubled sponsored fund, the bank might make unwise loans or aid

· The bank might provide unsound loans to companies whose securities the fund has acquired
· Many scholars heavily criticized “subtle hazards” arguments.
· Bankers Trust I:

· A decade after Camp, the banks try to sell commercial paper
· Securities industry attacks banks for “underwriting” in distributing CP
· Banks say that CP is not a security
· The Fed supported the banks on this issue
· The Court said NAW and disagreed with the Fed!
· Commercial paper is a “security” under the Glass- Steagall Act, and accordingly a bank may not underwrite its distribution.

· “Congress acted to keep commercial banks out of the investment banking business largely because it believed that the promotional incentives of investment banking and the investment banker’s pecuniary stake in the success of particular investment opportunities were destructive of prudent and disinterested commercial banking and of public confidence in the commercial banking system.”
· This once again shows the power of the folklore — the Court imputes to Congress the desire to prevent banks from dealing in securities
· Bankers Trust II:

· Now the bank argues that they are not underwriting, they are doing a private placement.
· DC Circuit agrees with the banks in that they were not underwriting
· The “Board reasonably concluded that an ‘underwriting’ defeats the [12 USC 24 (Seventh)] exemption [permitting banks to purchase and sell securities on customer orders] only if it includes a public offering; private placements therefore do not for this purpose constitute statutory ‘underwriting.’”
Glass-Steagall Act (1933)
· Brokerage and underwriting used to be out of bounds for banks.

· Glass-Steagall Act (1933) allegedly erected a wall between investment and commercial banks.

· Miller calls this the “folklore” of the statute.

· Although some things were not actually in the Act, as long as everyone believed that it included the “wall”, it might as well have included that wall. The perception became reality.
· After everyone forgot the Depression, the wall started coming down.

Insurance powers of national banks:

· Brokerage
· 12 USC 92 — an authority for national banks to act as insurance agents (with limits)
· The limits protect existing insurance companies + incentivize provision of insurance in underserved areas
· Issues with Section 92:

· Does it exist?
· A printer’s error repealed the statute. Once courts turned textualist, they started saying the statute did not exist. SCOTUS then overturns saying it does exist because the repeal was a mistake — United States National Bank of Oregon v. Independent Insurance Agents of America, 508 U.S. 439 (1993)
· Does it mean anything?
· The courts said yes, the limit is meaningful. Two cases ran counter to the OCC, which had allowed selling insurance in large places.
· Saxon v. Georgia Ass'n of Indep. Ins. Agents, Inc., 399 F.2d 1010 (5th Cir. 1968)

· American Land Title Ass'n v. Clarke, 968 F.2d 150 (2d Cir. 1992)

· Can a big bank broker insurance from a small town office for residents of the town?
· YES — 12 C.F.R. § 7.1001

· Can a big bank broker insurance from a small town office for people elsewhere?
· YES — Independent Insurance Agents of America, Inc. v. Ludwig, 997 F.2d 958 (D.C. Cir. 1993).
· Can a bank act as broker for specialized insurance-related products, regardless of § 92?

· Annuities: Nationsbank v. Variable Annuity Life Ins Co. (YES)

· Credit-related life insurance: Independent Bankers Ass'n of America v. Heimann, 613 F. 2d 1164 (D.C.Cir. 1979) (YES)

· Crop insurance: Independent Ins. Agents of America, Inc. v. Hawke, 211 F.3d 638 (D.C. Cir. 2000) (NO)
· Insurance underwriting by national banks (the bank takes on the risk)
· Financial guarantees — traditionally not allowed
· SLOC — are allowed and effectively enable banks to be guarantors
· Republic National Bank of Dallas v. Northwest National Bank of Fort Worth, 578 SW2d 109 (Tex. 1978)

· 12 C.F.R. § 7.1016
· Bond insurance — these are OK because banks are deeply involved in distributing bonds
· Municipal bonds: American Insurance Association v. Clarke, 656 F. Supp. 404 (D.D.C. 1987), aff'd, 865 F.2d 278 (D.C. Cir. 1989).
· Credit default swaps (CDS) — credit protection on corporate bonds, banks are allowed to distribute these time bombs
· NY Department of Insurance opinion letter (not insurance)
· Credit-related insurance — OK, says OCC manual
· Title insurance — NO (OCC Manual)

· Annuities — this is a harder one
· Underwriting annuities is NOT OK
· Blackfeet National Bank v Nelson, 171 F.3d 1237 (11th Cir. 1999).
· “Retirement CD” (cert. of deposit) hypo — embedding an annuity in a bank product; this was SHUT DOWN; so it’s ok to deal in annuities, but not OK to take on the risk and underwrite them because the courts are worried about banks taking on risk (that’s pretty silly if there is a large diversified pool!)

REGULATION OF LENDING

Lending is what makes banks intermediaries. Therefore it’s a very important topic.

· Loans to one borrower restrictions

· We want banks to diversify because we do not want them to put all the eggs in one basket.

· But this restriction does not enforce diversification of credit risk because all your borrowers could face the same credit risks (if they are all wheat farmers, for example).

· Actually, if you limit loans to one borrower, you might be limiting the diversification because you might be restricting the hedging loans that are meant to offset the risk of some other borrowers.

· This restriction also does not take into account the security of the loans well (?).

· This restriction is pretty old, hence the quite primitive nature of this regulation. It’s a clumsy tool to enforce diversification.

· 12 USC 84(a) — see slide for excerpts

· Can’t bet it all on one horse; cap at 15% of capital, plus another 10% if secured (25% total). 12 USC § 84

· If the loan is undersecured (the collateral is less than loan’s face value), it is counted as unsecured for the purposes of this rule.

· If your capital drops and then you are above your lending limit (in terms of the loans to one borrower rule), you have to sell the loan (this is why you do not want to lend up to your limit because your capital can fluctuate).

· Why do we still have a lending limit for fully secured loans? If the loan is fully secured, the bank won’t be taking a loss if it defaults. There is some recognition of the fact that secured loans are less of a risk, the statute gives an additional 10% lending limit.

· The “readily marketable collateral” (see statute) means that there is a market for it; that would include stock and bullions, other financial instruments; art and diamonds are not OK for the purposes of the rule (because thinly traded, cannot be sold quickly).

· Problem: can you make one loan up to the limit to a corporation and then a separate one to the CEO who owns 85% of the corporation? The regulators might aggregate those loans for the purposes of the one-borrower restrictions. Can also aggregate when there is a “common enterprise” going on. Basically, the regulator comes in and assesses if these is a loan made to a borrower for a “direct benefit of another” or if there is a “common enterprise”; if so, can aggregate.

· But loans to governments are not limited because governments generally pay their loans.

· Interbank lending

· This is done in the Fed funds market where the Fed sets the interest rate and tries to influence the interest rate charged by banks.

· Should banks be subject to limits when they lend to each other in the Feds funds market? Arguably so, because one bank’s problems may metastasize into other banks, especially because lending in the Fed funds market is unsecured.

· On the other hand, these loans are very short-term – overnight or for two days. Not to mention that the banks only lend to banks that have a solid reputation. If they are known to be in trouble, then other banks will not lend to them.

· The government does not want to impose limits on this market because the government wants to promote interbank lending/borrowing, as it’s a means to conduct monetary policy.

· Basically, there are no limits in this market.

· There are some requirements like adopting written policies about this type of lending AND the inter-day credit exposure cannot exceed 25% of the bank’s capital and the borrower has to be adequately capitalized (SEE SLIDE for the precise rules)

· Insider loans

· A very dangerous situation. Therefore it might be argued that it makes sense to ban insider loans (loans to people who can influence the bank from the inside). If we did that, we might reduce bank failures.

· But we do not ban insider lending. Why?

· Skin in the game:

· You do not want to be a director of a failed bank (reputational cost), so you have incentives to take out loans when that will not hurt the bank. In other words, the insiders have incentives to take out loans for good purposes (sounds weak).

· Insider borrowers might actually be good borrowers because they are sophisticated actors who understand investing.

· The bank should also know the insider borrower quite well and should be able to monitor more easily.

· Problem: person has a fancy title, but no actual authority over bank policy.

· Problem: what about a daughter of the bank’s president?

· RULE: no loans by bank to insider (management or board) or any related interest of an insider. 12 U.S.C. § 375b (SEE SLIDE for excerpt)

· Definitely insiders: directors and officers, principal SH (10%), related interest (some relatives, minor child, not others, adult child)

· BUT: loan to insider is OK if:

· made on substantially the same terms, including interest rates and collateral, as loan to outsiders

· loan does not involve more than the normal risk of repayment or other unfavorable features; AND

· adheres to regular credit underwriting procedures.

· RULE: ban on “more than normal risk of repayment”: can’t price it in, just banned.

· Total aggregate amount of insider loans cannot exceed your capital.

· A bank cannot extend credit to a partnership in which executive officer(s) has a majority interest. (see slide, 12 USC 375a(5)) The regulations are more stringent when it comes to officers (as opposed to directors or controlling shareholders) because they are the ones pulling the strings on the inside.

· Lender liability — liability of lenders (banks and others)

· Lender liability to borrowers

· This was a huge thing in the 1970s and the 1980s, the bankers were afraid they would not be able to act as bankers do when borrowers default.

· But after 1980s this issue has abated.

· Brown v. Avemco

· A borrower wants to buy an airplane, gives a bank a promissory note with an acceleration clause (a clause that, on certain conditions, allows the bank to call in the loan quickly). The purpose of the acceleration clause is protecting the bank’s interest in the loan — the security. There are two types of acceleration clauses in this particular case: 1) when the borrower wants to sell or lease the plane (because the bank would lose the collateral) without prior permission and 2) if for any reason the bank deems the borrower insecure. The borrower leases the plane to his friends and the friends agree to contribute to paying the loan (in the end, all would own ¼ of the plane). The borrower did not ask the bank’s permission for this lease arrangement. The friends wanted to prepay the loan. The bank gets upset because it was not aware of the arrangement, asks for a more expensive insurance policy (because it’s riskier when four people are flying it). There is an impasse and then the bank sends somebody to repossess the plane and sells it at an auction. The borrower sues the bank.

· UCC 1-208 excerpt: even when you say you can accelerate the loan whenever you want (give yourself discretion in the promissory note, for example), we only allow such acceleration when it’s done in good faith. This rule protects the borrower from nefarious acceleration when there is no objective basis to accelerate (when the bank is trying to extract an advantage that was not bargained for).

· In this case, the bank is arguably using the #1 type of acceleration clause (when there is leasing with no prior permission), so it’s not using unlimited discretion. Under #1, the borrower is in control of whether acceleration happens.

· Even if we accept the bank was under the requirement of good faith, did the bank act in bad faith? It’s actually not easy to say the bank is the bad guy here given that the borrower did not ask for permission.

· In this case, the court seems very keen to protect borrowers and willing to run roughshod over the law in doing so. The court probably just thought the bank should have just accepted the tender of the prepayment of the loan.

· Bankers were very upset about cases like this and there were a lot of them.

· Lender liability to third parties

· Connor v. Great Western S&L (opinion by Judge Traynor)

· A bank advances a construction loan to a developer in CA engaged in tract development.

· The foundations crack in the development and the developer is not there to compensate the homeowners (bankrupt, in jail, or out of the country; it does not matter). The homeowners get a clever attorney and sue the bank.
· This was a claim by someone who barely dealt with the bank (homeowners) against the bank for not monitoring the developer. This shook up the foundation of banking.

· The case runs through the bank’s involvement with the development (SEE SLIDE):

· The bank lends the money for the land

· The bank has first refusal to make mortgage loans

· The bank requires the developer to submit blueprints

· The bank sends inspectors to verify the money is used for work done

· The bank suggests increase in selling prices

· The bank makes first mortgage loans to home buyers under the right of first refusal

· Should the bank be liable?

· Arguably the homeowners are not knowledgeable and the bank is able to monitor the developer.

· The court found the bank liable. This sent shocks through the banking industry.
· What do we think about Traynor’s reasoning?
· Traynor does not think the cost of financing would go up. The banks would supposedly just monitor the construction to make sure it’s legit. But if the banks’ liability depends on their participating in the development, then the bank might decide not to send inspectors to the site.
· CA legislature reversed Traynor’s opinion: see slide with Cal. Civ. Code 3434. So it was short-lived, but shook bankers’ up!
· In re Kahm & Nate’s Shoes (Easterbrook opinion)
· Borrower has a big tax bill due, asks more credit

· Bank suggests to a borrower to go intro bankruptcy (so it can be in the front of the line)

· Then the borrower gets additional credit, the borrower draws down a lot and the bank says “no more”

· The borrower goes through another reorganization during which the borrower says “the bank screwed us because they did not give us all the credit they had promised” (only allowed $75K out of $300K line of credit)

· The borrower asked for the bank’s claims to be subordinated (under equitable subordination)

· Easterbrook does not agree that the bank forced the borrower into bankruptcy

· Easterbrook also does not agree it was unfair of the bank to only allow $75K out of $300K line of credit because the bank was allowed to terminate the line of credit for any reason

· Bad faith according to Easterbrook: trying to get a consideration that was not bargained for in the deal (e.g. actress sulking in the dressing room trying to get more money out of the producer when there are already large sunk costs)

· Easterbrook has a dramatically different view on lender liability: a deal is a deal

BANK HOLDING COMPANIES (BHCs)

· If a bank is a subsidiary, then the parent is a BHC

· BHCs can hold multiple banks as well as non-bank companies

· Banks themselves can have subsidiaries, too

· Some companies are real companies, some are shells for M&A and tax purposes

· Especially in the second half of the 20th century, BHCs and complex structures proliferated
Issues for BHCs:

· Limits of Bank-Affiliate Relations

· Governance

· Structure: industrial HC, subs

· Assumptions: subs are 100% parent-owned, creditor interests are not impaired

· Under these assumptions, the board of the sub is usually there to benefit the parent

· Can the board of the BHC dominate the board of the bank? There are committees that have to be composed of independent directors; most importantly, old decisions say that the board of the bank has fiduciary duty to depositors (contra industrial firm sub) but these decisions have fallen into disuse. The new approach comes from the OCC re: “sanctity of the charter” – for megabanks the bank’s board has to be independent of the parent and even challenge the parent sometimes which is very tricky; the safety and soundness of banks trumps the needs of the rest of the enterprise (e.g. the parent).
· When the BHC gives services to the bank, the services have to be provided on commercially reasonable terms (cannot pay more than would pay for the same services on the external market); the regulators inspect these service agreements carefully; underpaying the BHC for services is OK, but not overpaying — see slide with Section 23B of the Federal Reserve Act

· Covered Transactions

· Meant to prevent abuses, self-dealing transactions with affiliates

· We are not satisfied with the simple corporate law approach to self-dealing because our concern is safety and soundness as well protecting depositors

· “Covered transactions” — what is common about these transactions – they are all self-dealing transactions where the bank is a risk

· What are “affiliates” (p. 404)? The common theme is control – affiliates exert meaningful control over the bank. Does the entity in question have the power to influence the terms of the transaction to make them detrimental to the bank?

· What are the limits on covered transactions with affiliates?

· SEE SLIDE for 23A (four bullet points like percentage limits, requirements for collateral and quality of assets)

· Sister bank exception to self-dealing rules: the rules do not apply to sister banks, they only apply to BHC and non-bank affiliates; the reason for this is historical — having sister banks was a way to get around branching rules; today that rationale is obsolete but the rule lives on — if one bank is harmed, another one will be helped, not to mention that if one bank fails, the FDIC will force sisters to recapitalize

· Second exception — the bank subsidiary exception: operating subsidiary (sub that does things that bank may do in-house but chooses a separate vehicle for); different for financial subs, which are not covered by the exception

· 23B is a hodgepodge of additional restrictions

· SEE SLIDE FOR THE FOUR BULLET POINTS – arm’s length, trust department limits on buying assets, etc.

· Bank Holding Companies: A bank is a corporation, and can be put in groups/made into a subsidiary like any other company. 

·  ADDIN AudioMarker 39403 A bank holding company can also hold companies that are not banks. And banks themselves are also able to hold non-banks as subsidiaries. 

·  ADDIN AudioMarker 39475 This new corporate form became very common after the mid twentieth century.

· Limits on Bank-Affiliate relations

· Governance: 

·  ADDIN AudioMarker 39523 Provisions of services

·  ADDIN AudioMarker 39528 Covered transactions

·  ADDIN AudioMarker 39534 Purchase or sale of assets

·  ADDIN AudioMarker 39538 Extensions of credit. 

· 1.) Governance: the parent typically has 100% ownership of the subsidiary. It’s O.K. that the board of the subsidiary is totally controlled by the parent. 

·  ADDIN AudioMarker 39643 If there are no minority shareholders, then it’s O.K., for the Board to make decisions for the benefit of the parent, even if it these decisions harm the subsidiary. 

· However, if creditors or minority shareholders are involved than this is not true.

· What about banks? Kind of yes, but larger banks need independent Board members. 

·  ADDIN AudioMarker 39761 What about the fiduciary duty of the board of the bank? Don’t they have a fiduciary duty to depositors (these are old decisions, based on the recognition that there are special concerns surrounding banks)? Yes, but this is contrary to normal corporate law in that the depositor is a creditor, not an equity holder. 

·  ADDIN AudioMarker 39848 "the sanctity of the charter”: megabanks’ boards must be independent of the parent. 

· The parent has a certain risk appetite, but the bank is expected to establish its own risk appetite.

·  ADDIN AudioMarker 39984 Some of the board members should not be employed by the parent.

·  ADDIN AudioMarker 40000 Independent board members that are on both the parent and subsidiary boards… I think this is O.K.

· 2.) Services: subsidiaries almost always use the services of the parent (guidance, housing, any kind of service). 

·  ADDIN AudioMarker 40142 In the case of banks, those services must be provided on commercially reasonable terms. In other words, the bank must not pay more than the market rates to the parent, and the regulators are pretty critical about this. 

·  ADDIN AudioMarker 40195 23(b) of the Federal Reserve Act: banks needs to pay, at most, market rates, for whatever services that it receives from the holding company or an affiliate. 

· 3.) Covered Transactions: 23a, 23b: covered transactions between banks and affiliates. They prevent self-dealing, or rather monitor what is always a form of self-dealing. 

· In corporate law, this is dealt with through the duty of loyalty of members of the board. Deals must be approved by disinterested members of the board. 

·  ADDIN AudioMarker 40409 Why not just say that if a bank wants to do a transaction with an affiliate, then so long as it’s approved of disinterested members of the board, then it’s fine. 

·  ADDIN AudioMarker 40497 In banks, it makes sense, in the service of safety and soundness, to deal with problems ex ante rather than ex post. 

· A covered transaction = They have in common that there are credit exposures, and the bank is at risk. (Risky self-dealing transactions)

·  ADDIN AudioMarker 40542 An affiliate = common theme: control. An affiliate is one who has the power to influence the bank in a meaningful way; the entity can influence the terms of the covered transaction. It also includes anyone that the Feds. observes has this power; it can declare an affiliate. 

·  ADDIN AudioMarker 40547 limits of covered transactions = 

·  ADDIN AudioMarker 40739 limit the amount of the transactions: can’t exceed 10% of tier 1 and 2 capital with one affiliate.

·  ADDIN AudioMarker 40776 Can’t exceed 20% of capital with all affiliates. 

·  ADDIN AudioMarker 40794 Loans and related transactions must be well collateralized. 

·  ADDIN AudioMarker 40811 Banks cannot buy low quality assets from an affiliate. 

· Here, low quality asset is not defined.  ADDIN AudioMarker 40875 
·  ADDIN AudioMarker 40557 exemptions:

· Sister banks exception: rules don’t apply to transaction between two banks under the same holding company. Reason: when you had restricted branching rules, independently chartered banks essentially functioned as branches. 

· The purpose is to protect banks, and so transactions between sister banks means that money is retained in the banking system. 

·  ADDIN AudioMarker 41088 The FDIC has a cross-guarantee rule that would force the retransfer of assets between affiliated banks anyway, if one fails. 

· Bank Subsidiary exception: 

· Operating subsidiary: this subsidiary does things that the banks can do in house. Here, transactions are not subject to 23(a).

·  ADDIN AudioMarker 41198 Financial subsidiaries: they can do things that the bank can’t do, so the regulators have decided that these are riskier enterprises, and hence are more likely to create risky self-dealing transactions

· 23(b):

· Dealings with affiliate must be “at arm’s length.”

· commercially reasonable terms.

4.) Limits on bank trust department purchasing securities or assets from an affiliate, to protect beneficiaries.

· There’s a problem that if you’re a trustee, you can use the money in the trust to buy bad bank assets. 

· What about purchasing securities where the affiliates are the principal underwriters of the security?

· The problem is that is the bank can’t sell them to someone else, the affiliate might pressure the bank to purchase these securities itself. 

5.) Prohibition on banks creating the appearance that is will stand behind the affiliate, giving it additional credibility. 

· But in reality, affiliates can be bailed out by the bank holding company.  ADDIN AudioMarker 41560 
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